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Preface 


A volume that is concerned with any segment of the operation and 
analysis of American business contains both in the text and in the foot- 
notes references to many current, pertinent facts and figures of our 
economy. All such references, numerous as they are, have been brought 
up to date in this sixth revised edition. The most recent available ratio 
figures used in Chapters VI to XV, XIX, XXI, and XXII, and in the 
Appendix have been incorporated. These tables, with the exception of 
Schedule 66 in Chapter XIX, include the yearly median and the 5-year 
average ratios based on yearly, compilations from many thousands of 
actual financial statements of industrial and commercial business con- 
cerns located in all sections of the United States for the years of 1960 
to 1964. 

All references to Regulation S-X of the Securities and Exchange Com- 
mission, which is concerned with the form and content of financial state- 
ments, have been brought up to date from the latest edition of this basic 
material. All references to Accounting Trends and Techniques in Pub- 
lished Corporate Annual Reports, prepared annually by the American 
Institute of Certified Public Accountants, have also been brought up to 
date from the latest edition of this extensive research work. 

Applicable material in the Bulletins and Studies of the American 
Institute of Certified Public Accountants, issued since the fifth 
edition of this volume was published in 1961 has been included in proper 
chapters. Accounting terminology and phraseology, which is in constant 
evolution, has been brought up to the minute. The guide to the classifica- 
tion of balance sheet items in Chapter IV has been materially expanded. 

The entire volume has been studied and examined word by word, 
chapter by chapter, and every change, no matter how incidental, of 
wording, new facts, or up-to-date material, has been carefully made in 
text and footnotes so that the volume will be of the widest possible prac- 
tical help to business executives, industrial engineers, bank credit execu- 
tives, bank examiners, investment analysts, and mercantile credit 
managers in their everyday work, as well as to the steadily increasing num- 
ber of students of the analysis of American business enterprises at univer- 


sities, colleges, and business schools. 
Roy A. Foulke 
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PART I 


Background of Analysis 


Piss 1 of this volume, consisting of four 
chapters, gives the historical and the credit background 
leading up to the analyses of financial statements. In 
colonial days, financial statements were rarely made 
available to outsiders for any purpose. The practical 
need of balance sheets for the use of creditors arose with 
the change in the basis for granting bank loans from 
endorsed notes receivable and accommodation paper to 
single-name paper, and with the trend from the pro- 
prietorship and partnership forms of business organt- 
zation to the corporate form. Then followed the rise of 
public accountancy standards, of accounting associ- 
ations, and the creation of the Securities and Ex- 
change Commission. The analyses of financial state- 
ments by different individuals or groups, if thorough, 
are fundamentally the same, but different interpreta- 
tions develop from the same analyses, depending upon 
a particular interest in a situation. A mercantile 
creditor, a commercial banker, a stockholder, or amem- 
ber of the management staff will probably interpret 
identical information somewhat differently. In fact, the 
interpretation by any of these interested sources may 
vary according to the extent of his knowledge and back- 
ground. Moreover, one’s interpretation of the bare 
figures may depend upon his knowledge of supple- 
mentary information such as antecedent records of 
the principals in the business, investigational facts 
covering the details of bank and trade relations, 
knowledge as to whether the figures are individual, 
consolidated, or partly consolidated, and information 
regarding particular items in the financial statement. 


CHAPTER I 


Importance of Arabic Figures in the Business World 


For the successful operation of commercial and industrial business 
enterprises, the fundamental, clear, definite understanding of three sets 
of figures is essential. This does not mean that a business executive, a 
commercial or an investment banker, an investor, a speculator, a business 
counselor, a mercantile credit man, or a financial analyst must know how 
to prepare these three financial statements; trained accountants are 
available in every city in the United States for that purpose. But the 
unchallenged ability to interpret these three sets of figures intelligently 
and accurately is essential to an understanding of the operations of 
business enterprises in a highly competitive profit and loss economy. 
These three financial statements are the balance sheet, the income state- 
ment, and the reconciliation of surplus. 

When gross profits and net profits are decreasing, or when black figures 
have turned into red figures, the active management of the typical 
business enterprise generally follows two policies simultaneously—sales 
are pushed just as hard as the aggressiveness, the energy, and the ingen- 
uity of the organization will permit; and the amount and the percentage 
of each expense item in the income statement are compared with the 
amounts and the percentages of the corresponding items for previous 
fiscal periods to ascertain where expenses may be reduced materially. 
The emphasis is primarily on increased sales and on decreased expense. 
It is a natural and logical emphasis. 

Over a period of years, the author has found that the typical business 
executive knows his income statement forward and backward. He can 
always find some place where expenses may be cut, perhaps the adver- 
tising budget, perhaps salesmen’s expenses, salaries, wages, telephone, or 
postage. Probably not more than one business executive out of ten gives 
the same intelligent thought and analysis to the balance sheet of his 
business. If he recognized the implications in the relationships between 
items in the balance sheet as clearly as he sees the implications of the 
relative size of individual items in comparative income statements, he 
would realize the effect that operating policies which anticipate profits 
and losses have upon the future financial condition. With this under- 
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standing, he would be more careful in making policy decisions which so 
often result in anxiety, sleepless nights, and the necessity for the sub- 
sequent study of the income and expense figures. 

Here are examples. If receivables are heavy and include a large number 
of past-due or questionable accounts, a charge-off for bad debts that is 
greater than usual will make inroads upon subsequent profits; if the 
inventory is top-heavy and prices should happen to fall, nothing can stop 
a write-down, generally to that well-known accounting convention of 
‘“‘cost or market, whichever is lower,’’ which will reduce or possibly wipe 
out net profits; if fixed assets are excessive, the annual depreciation 
charges will represent an overbalance charge to expense; if a large funded 
debt exists, the interest will eat into net profits. These conditions become 
evident from an analysis of the balance sheet. Skilled managements 
realize the intimate effects of these unbalanced conditions upon a future 
income statement, and therefore determine and follow financial policies 
that prevent such unsound conditions from arising in the first place. To 
do so, however, the individual must know what represents sound and 
unsound relationships in a balance sheet. 

Therefore, the fundamental importance of understanding the delicate 
shades in meaning of balance sheet proportions must be emphasized. If a 
balance sheet is out of line in any important respect, intelligent operation 
and consistent, sound financial policy are essential to bring affairs into 
healthy condition over the years. No balance sheet will recover its health 
by itself; the management staff must guide the business consciously. Too 
many business enterprises are constantly adrift, blown by the variable 
winds of the season, and the conditions of their balance sheets are the 
unfortunate results of extraneous influences instead of conscious mana- 
gerial direction. Hvery managerial policy, or absence of managerial policy, is 
reflected somewhere in the figures—in the balance sheet, in the income state- 
ment, or in the reconciliation of surplus. The extension of credit to cus- 
tomers in excess of their reasonable needs will be shown in excessive 
receivables and a heavy collection period; the purchase of merchandise in 
excess of reasonable requirements, because an executive officer “is sure’’ 
that prices are going up, will be shown in a larger inventory and a slower 
turnover; and expansion in plant facilities, home offices, or retail stores 
will be reflected in a larger proportionate investment in fixed assets. The 
payment for an insurance policy will appear in the expense account, the 
return of merchandise will be evident in the income statement, and the 
payment of dividends in the surplus account. 


EARLY SCARCITY OF FINANCIAL STATEMENTS 


The extension of mercantile credit to commercial and industrial busi- 
ness enterprises, the lending operations of commercial banking institu- 
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tions, the underwriting activities of investment bankers, and the invest- 
ment policies of endowed institutions and of individuals did not always 
depend upon this understanding and ability to analyze financial state- 
ments which are now so essential in our competitive economy. The current 
importance of finanical statements has its roots in the transition period 
when the proprietorship and partnership forms of organization began to 
be succeeded by the corporation, a process that provided greater oppor- 
tunities for investment at a “profit”? or a “loss.’’ This expansion in the 
significance of the Arabic figure began to take place in the fourth quarter 
of the last century; it developed more rapidly when the accounting pro- 
fession assumed a place of key importance in the American business world, 
around the turn of the twentieth century. 

During the entire period of our colonial history and the early years of 
our national life up to the economic, social, and political crisis of the Civil 
War, two practices were customarily followed to place credit information 
in the hands of actual or potential mercantile creditors. By one practice, 
the buyer would forward with his order for merchandise letters of refer- 
ence and recommendation that he had obtained from friends, from his 
local minister, from a neighboring lawyer, or from locally established 
fellow merchants. By the other practice, the importer-wholesaler or the 
wholesaler-distributor, as the case might be, would write to customers or 
to friends located in the neighborhood of the potential buyer, requesting 
information and personal opinions regarding the honesty and the local 
reputation of the applicant for credit. Both techniques were widely used. 
They were used in domestic trade by wholesale distributors of merchan- 
dise in the important trading centers along the Atlantic seacoast—New 
York, Boston, Philadelphia, Baltimore, and Charleston; inland at the 
great distributing center of Cincinnati; and in foreign commerce by 
English factors, exporters, and merchant-bankers, who carried on exten- 
sive business relationships with American importers over all these years. ! 


Credit References and Recommendations 


The practice of offering credit references and recommendations to poten- 
tial creditors served its purpose in a world of domestic and foreign com- 
merce at a time when commercial and industrial activity was carried on 
almost entirely by proprietorships and partnerships. Over these many 
decades capital accumulation was rather modest, transportation was 
relatively slow, the market was widely scattered, and mercantile credits 
were for long periods ranging from 8 months to several years in the 

1 Typical examples of both practices will be found in The Sinews of American Com- 
merce by Roy A. Foulke (Dun & Bradstreet, Inc., New York, 1941). For credit infor- 
mation for domestic colonial merchants, see pp. 66-68; for foreign merchants during 


the colonial period, pp. 74-75, 358-359; and for domestic and foreign merchants dur- 
ing the early days of our national life, pp. 105-107. 
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colonial era, and from 6 to 12 months in our early national life. Under the 
proprietorship and partnership forms of organization, the outside means 
of the owner or owners of a business enterprise, which often were known 
by general reputation to be substantial, were at the risk of creditors. 

Rarely did the creditor obtain any exact information regarding the 
financial responsibility of the potential buyer from references, from letters 
of recommendation, or by correspondence with customers or friends 
located in the vicinity of the buyer. He obtained more often general 
information and neighborly opinions regarding the reliability, the honesty, 
the trustworthiness, and the local reputation of an individual rather 
than exact financial information such as balance sheets and income state- 
ments, which creditors expect and are so accustomed to obtain today. 

In the early years of the nineteenth century, letters of reference and of 
recommendation that potential country debtors presented to wholesale 
merchants in the Eastern cities occasionally contained misleading favor- 
able information regarding the country trader’s locally known character. 
This subterfuge was used as a means of obtaining merchandise on credit, 
after which the debtor would silently, but none the less completely, 
vanish from the scene of action. Here was a basic reason for the need and 
the immediate success of the early specialized credit organizations such as 
The Mercantile Agency, organized in 1841 in New York City, and The 
Bradstreet Company, organized in 1849 in Cincinnati.? Both of these 
organizations proceeded to make independent credit investigations that 
gradually superseded the earlier general reliance on letters of reference 
and recommendation. 


Early Bank Credit without Financial Statements 


The first commercial banking institution to be organized in America was 
the Bank of North America, Philadelphia, in 1781; the second was the 
Bank of New York, New York City, in 1784; and the third was the Massa- 
chusetts Bank, Boston, which also obtained its charter in 1784. The early 
procedure of these banks in granting loans took little or no consideration 
of balance sheets or income statements. Potential borrowers were indi- 
viduals or partnership business enterprises, and the outside means of the 
individual, or of the owners of partnerships, supported the bank borrow- 
ings along with such collateral as might be requested by the banker and 
furnished by the borrower. 

The place of the modern corporation in everyday business life was not 
to be evolved for many decades. During the entire colonial period only 


* On Mar. 1, 1933, The Mercantile Agency, then known as R. G. Dun & Co., ac- 
quired the business of The Bradstreet Company. Since that time The Mercantile 
Agency has operated under the corporate style of Dun & Bradstreet, Inc. 
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7 American business charters for corporations had been granted; only 11 
were issued in the United States between 1781 and 1785, of which 5 were 
banks; 22 were issued between 1786 and 1790, and 114 between 1791 and 
1795.* Of the members of the New York City Chamber of Commerce in 
1775, 61 carried on their businesses in association with others (that is, 
partnerships and associations), and 43 were independent (that is, pro- 
prietorships).* Not one was associated with that rarity, a corporation, 
which was to make so great a change in business operations in the future. 

A loan might be granted by the Massachusetts Bank “upon a single 
name if secured by deposited collateral, either in the form of merchandise 
or securities; or it might be made upon personal credits of two persons of 
‘ample property.’ If the former, the loan might run for sixty days; if the 
latter, only for thirty days.’’> Loans were granted similarly by the Bank 
of North America and the Bank of New York. In these original practices 
loans were based, not on financial statements, but on an individual’s 
reputation for trustworthiness and a general—often a very general—idea 
of his outside affluence. 

Accommodation and Trade Paper. Seth B. Hunt was employed as a clerk 
by Arthur Tappan & Co., one of the larger wholesale and retail dealers in 
dry goods in New York City, for slightly over 5 years, from June, 1830, to 
December, 1835. Late in 1835, when Hunt had failed to come to mutually 
satisfactory arrangements with Arthur Tappan regarding his 1836 salary, 
he decided to start his own business. 

In later years, writing of certain episodes in this early part of his busi- 
ness career, Hunt went on to narrate quaintly: ‘‘What was my surprise, 
one day, soon after my leaving him [Arthur Tappan], when he stood at 
my desk, looking earnestly at me, and said, ‘I thought you might need a 
bank endorser, and I came to say that we would go on your paper for 
twenty-five thousand dollars.’ Before I recovered from my surprise or had 
time to thank him, he was half way out of the store. The custom then was 
for merchants to exchange papers to use in banks.’’® This method of 
borrowing, on what subsequently came to be known as accommodation 
paper, was one of the general practices for obtaining credit from banking 
institutions over a period of many decades beginning early in the nine- 
teenth century. 


3 Davis, JosePH STANCLIFFE, Essays in the Earlier History of American Corpora- 
tions, Vol. II, p. 26 (Harvard University Press, Cambridge, Mass., 1917). 

4 HarRRINGTON, Vircinia D., The New York Merchant on the Eve of the Revolution, 
p. 50 (Columbia University Press, New York, 1935). 

5 1784-1934, The First National Bank of Boston, p. 25 (privately printed, Boston, 
1934); this is a brief history of its 150 years of continuous existence with emphasis 
on the early days of its first forebear, the Massachusetts Bank, organized in 1784. 

6 Tappan, Lewis, Life of Arthur Tappan, p. 287 (Hurd & Houghton, New York, 
1870). 
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In addition to extending credit on accommodation paper, banking 
institutions also granted credit against a variety of securities, such as 
Federal and state bonds, unimproved government land immediately prior 
to the panic of 1837, merchandise, and on endorsed notes receivable and 
trade acceptances covering actual commercial transactions, which were 
known as trade paper. Audited financial statements were unknown at this 
stage of our economic life, and statements signed by an owner or a partner 
in a concern were virtually unknown. Credit was widely and generally 
extended during these years on the assumed financial strength of the 
maker and the endorser of notes and trade acceptances, which too often 
was as mythical as Aesop’s fables. In the country districts, where money 
was invested largely in fixed property, farm land, houses, farming equip- 
ment, improvements, and cattle, bank credit was extended more exten- 
sively on endorsed accommodation paper than in the cities, which were 
providing the headquarters for growing industrial and commercial estab- 
lishments. In the cities, notes receivable and trade acceptances covering 
actual commercial transactions were often available as a basis for bank 
credit. 

Several decades later, James B. Forgan, while chairman of the board of 
directors of the First National Bank of Chicago, succinctly described how 
one banker made loans on accommodation paper. ‘‘In a town where I was 
learning the business a generation ago,”’ he wrote, “‘it was told of a bank 
president that during a long banking career he had never but once been 
known to refuse positively any loan applied for. His sole requirement was 
a satisfactory endorser and if the borrower offering his note for discount 
did not comply with that condition, his uniform answer was, ‘ My friend, 
you will have to find another endorser.’ The exception was in the case of 
an applicant for a loan who presented his note ten or twelve times, having 
each time complied with the request that he get another endorser until 
the back of the note was well-nigh covered with endorsements. Finally 
he secured an endorser whose name induced the president to depart from 
his usual formula and to say, ‘My good man, you had better start another 
note, the last name you have got on this one would damn anything.’”’ 

Subsequently, Forgan described the typically involved financial condi- 
tions which were created in another town, where he had obtained addi- 
tional banking experience, as a result of the extensive use of accommoda- 
tion endorsements. ‘‘There were three banks in the town,” he explained, 
“and practically all their loans were made on notes having two endorsers. 
A great depression occurred in the principal industry of the locality and a 
very considerable liquidation of bank credits became necessary. The 
banks soon found, however, that the money they had thus loaned had 
been largely invested in fixed property and that their notes were of any- 
thing but a liquid character. The banks in many cases refused to renew 
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the notes and they lay past due. They began to bring pressure on the 
makers and endorsers alike but soon awoke to the fact that all their 
borrowing customers were so involved as endorsers for each other that 
they resembled a row of bricks standing on end so that if one were knocked 
down it would fall on another until all were laid low.’’7 


Figures in Early Credit Reports 


The practice of extending mercantile credit during the early days of our 
national life on the reputation of individuals among their neighbors and 
business associates for honesty, reliability, and business acumen, and on 
a very general idea regarding the wealth of an individual or a firm, is 
exemplified by the extensive reports which Thomas Wren Ward rendered 
to Baring Brothers & Company, the great English firm of merchant 
bankers from 1829 to 1853, and by the credit reports of two of the early 
credit reporters for American business, Sheldon P. Church and Washing- 
ton Hite. The confidential credit reports which Thomas Wren Ward? 
rendered to Baring Brothers & Company contained here and there, among 
other pertinent information, a definite assertion—mostly estimated—of 
the financial means, the worth, of individuals and firms. Israel Trask of 
Gloucester, for example, ‘‘is represented to be a careful, smug, discreet, 
punctilious man with $40,000 property or more. ...”’ Charles A. 
Harper Co., Philadelphia, is ‘worth 60,000 to 80,000 dollars... . ” 
William Goddard, shipowner, of Boston, “Safe and handsome property. 
Say $60,000 upwards. ... ”’ Henry Porter of Medford is “. . . eco- 
nomical and prudent—worth $30,000.” No balance sheets were ever 
obtained. 

The credit reports of Sheldon P. Church contained more gossip than 
those of Thomas W. Ward and probably somewhat fewer estimates of 
worth. Church represented quite a group of New York merchandise dis- 
tributors, not just a single client, and to serve his clients proceeded to 
print many of his reports. Occasionally he wrote that an individual or a 


7 ForGAN, JAMEs B., “‘ Evolution in Banking Thought during the Past Generation,” 
Bulletin of the National Association of Credit Men, Vol. XIX, No. 10, pp. 935-936, 
October, 1917. 

8 Hipy, Raupu W., ‘The Organization and Functions of Anglo-American Merchant 
Bankers, 1815-1860,’ The Tasks of Economic History, pp. 53-66, December, 1941, a 
supplemental issue of the Journal of Economic History. See also House of Baring in 
American Trade and Finance; English Merchant Banker at Work, 1736-1861 by Ralph 
W. Hidy (Harvard University Press, Cambridge, Mass., 1949), and Foulke, op. cit., 
pp. 329-332, 360-366. 

® These reports are from pen-and-ink correspondence between Thomas Wren Ward 
and Baring Brothers & Company on file in the Office of the Public Archives of Canada, 
Ottawa, Canada. The correspondence containing these particular reports bears dates 
during the years 1833 to 1835. 
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firm had means, such as William Stettinius of Petersburg, Va., “ 18 


said to have $8,000 or $10,000 capital. . . . ”; J. H. Stanwood of Wood- 
ville, Miss., “... is worth say $20,000....”; A. A. Wootten of 
Griffen, Ga., ““ . . . is thought to be worth $3,000. . . . ”’; and John I. 
Stockard of Brockville, Miss., ‘‘ . . . is worth $6,000 or $7,000... . ’’?° 
In these reports likewise, no balance sheets were ever quoted. The practice 
simply did not exist of obtaining comprehensive financial information in 
our present-day meaning of the term. 

Washington Hite’s reports were more condensed and less often had 
similar round number estimates of means. No balance sheets were quoted. 
Round figures or general estimates served the purpose of commerce in a 
day when outside means were at the risk of creditors. !4 

With the development of more systematized credit reporting by the 
organization in 1841, and the subsequent development of The Mercantile 
Agency, came the practice on the part of businessmen of making available 
to actual and potential creditors additional financial information, but not 
detailed financial statements. The amounts represented by specific asset 
items, such as cash, receivables, “stock” (that is, merchandise), and the 
extent of liabilities were quoted rather frequently in credit reports by the 
1850’s. Because of the long terms of sale, light liabilities were the exception 
and not the rule. Credit continued to be extended largely on the reputa- 
tion for probity and general financial responsibility. No attempt seems to 
have been made to measure the amount of liabilities against the invest- 
ment in a business. 

Although balance sheets were not made available directly or indirectly 
to actual or potential creditors over these years, that policy does not 
mean that balance sheets were not drawn up. The record books of colonial 
merchants, and of those who operated in the first half of the nineteenth 
century, in many cases do contain balance sheets. These financial state- 
ments were prepared by the owners of business enterprises for their own 
information and were considered absolutely confidential. They were also 
prepared whenever a partnership dissolved; it was quite customary to 
divide among the partners not only the assets but also the liabilities. 

The credit agencies were well up in the van of the practical develop- 
ments in the business world. In the 1870’s The Mercantile Agency pre- 
pared and distributed its first blank soliciting a statement of assets and 
liabilities to be used in credit reports. This financial statement form was a 
very simple but practical one, containing five items in the assets and five 
in the liabilities. It seems to have been made up primarily for partnerships 
as the blank requested the Full Names of Partners. The explanation that 


_ 1° These reports are contained in a volume giving credit information on merchants 
in the West, the South, and the Southwest, 1844-1847. 
‘| Hite, WasHINGTON, Credit Reference Book (Bardstown, Ky., 1846), 
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accompanied this initial request for a balance sheet clearly epitomized the 
evolution that had been going on in business circles: 


In responding to the inquiries made by our numerous subscribers as to the respon- 
sibility of parties with whom they have business transactions, we experience 
frequent perplexity from an inability to give definite information as to pecuniary 
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Form 1. Earliest known financial statement blank used by The Mercantile Agency 
(now Dun & Bradstreet, Inc.) in the 1870’s. 


resources and indebtedness. It is true, we can give, and do give, the impressions 
prevailing upon these points, but the want of something beyond this very gen- 
erally necessitates a request for statements from the parties themselves. In fact, 
so nearly universal has this practice become, that many dispensers of credit 
regard a refusal to comply with it as an unfavorable indication, except in the 
cases of houses of undoubted wealth. We are well aware that it is a delicate 
matter to ask such an exposé of private affairs, except as a safeguard in business 
transactions; but our disinterested position between buyer and seller, and the 
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knowledge that we have no purpose in asking such statements, except to enable 
us to answer the inquiries that are necessarily presented to us in the course of our 
business understandingly and intelligently, and also the fact that our responses 
are confined to those who have a legitimate and justifiable object in making such 
inquiries, will remove any objection arising from this view of the matter. The 
object of THE MERCANTILE AGENCY is not only to enable its patrons to 
avoid the hazardous and unsafe, but to strengthen their confidence where con- 
fidence is deserved—in other words, to promote as well as to protect trade. A 
statement made by a person of respectability and probity carries with it much 
weight, and we are induced by these considerations to ask, from all who are 
disposed to give them, statements of their liabilities and assets, as an important 
aid to us in our business, and that these statements may be made of real use to 
us, we suggest the annexed form as one containing the essential features required. 


EVOLUTION OF UNSECURED BANK LOANS 


The typical nineteenth-century practice of commercial banking insti- 
tutions of extending credit primarily against two-name accommodation 
and trade paper, invariably without financial statements, continued up 
to the decade beginning with 1870. During this decade, as a matter of 
sound banking and business policy, loans were first made on single-name 
paper based upon the analysis of current balance sheets and income state- 
ments of the borrower. 

This striking evolution arose from one of the fundamental economic 
consequences of the Civil War, the depreciation of our currency. The 
United States went through no such stirring currency inflation as did 
Greece and China following the Second World War, France, Italy, or 
Germany following the First World War, or as did the original thirteen 
colonies during the Revolutionary War, when “‘a wagonload of money 
would scarcely purchase a wagonload of provisions.”’ From 1862, however, 
until 1879, when specie payment was finally resumed, wholesale and retail 
transactions, the purchase of raw materials by manufacturing plants, the 
payment of wages, rents, insurance premiums, and insurance policies 
were made in a unit of fluctuating monetary value. 


Changes in Mercantile Terms of Sale 


At one time during the Civil War, the value of paper money dropped to 
35 cents on the gold dollar. The constant fluctuations in the unit of every- 
day currency naturally made the extension of credit by banks and 
mercantile houses precarious. The daily fluctuating value of greenbacks 
in terms of gold, in the years following the Civil War, reversed the almost 
universal example of depreciation, and in 1879 a paper dollar again was 
exchangeable for a gold dollar. While greenbacks were fluctuating below 
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par in terms of gold during and for several years after the Civil War, 
wholesale merchants were naturally unwilling to sell a bill of goods on the 
customary 4 to 6 months’ terms, because of fear that the greenbacks with 
which they would be paid at maturity would be worth materially less than 
at the time of the sale.!? The same situation had existed during the 
Revolutionary War. Uncertainty and apprehension have never been 
conducive to the use of long terms for credit. 

Under these conditions, Eastern wholesale merchants proceeded to 
shorten their terms of sale to 30 days on open account, and in some cases 
to 10 days. This evolution in mercantile terms of sale was assisted by the 
rise of a sellers’ market with the demand for merchandise greater than the 
supply, o that creditors were in an ideal position to select strong cus- 
tomers who could meet their obligations on the new shorter terms. In 
addition, merchants began to offer a premium in the form of a cash dis- 
count for early payment, instead of requiring payment by note or trade 
acceptance as had been the practice from the earliest of colonial days. 
This shift in an established business practice was facilitated by the 
growth in the means of communication and transportation. Buyers could 
now come to market several times each year and order by mail or from 
samples carried by salesmen, instead of ordering their merchandise re- 
quirements once or twice each year as previously. Simultaneously, the 
banking system developed to keep pace with the expanding needs of local 
businesses. In 1860 there were 1,492 incorporated commercial banks; in 
1875, 1,937; and in 1880, 2,726. 


Rise of Single-name Paper 


This simple but expedient shortening in mercantile terms of sale brought 
about an equally revolutionary change in banking practice. It was under 
these circumstances that James Buell, president of the Importers and 
Traders National Bank of New York City, proceeded in the 1870’s to 
show his depositors the distinct advantages of borrowing funds upon their 
own credit standing and using these funds to pay for merchandise pur- 
chases on discount terms. This revolution in lending technique was predi- 


12 A typical situation, showing how the fluctuation in the gold value of paper money 
was taken into consideration by a businessman, is exemplified in a letter dated Jan. 20, 
1864, written to the Hon. J. Dixon Roman of the Hagerstown Bank, Hagerstown, Md. 
This letter read as follows: ‘‘ Dear Sir, I was called upon to-day by Mr. Thos. Dixon, 
who informed me that you desired a bid based on paper currency instead of gold as 
has already been offered by me for the new Marble Front and Portico for the Hagers- 
town Bank. In considering the length of time it will take to complete the work as 
contemplated, and also the uncertainty of paper currency, I deem my bid as based 
on gold the safest for both parties, and therefore most respectfully decline contracting 
for the work based entirely upon what is requested, viz; Paper Currency. I have the 
honor to remain, Yours Truly, Alex C. Pacten, Stonecutter.”’ [Baltimore, Md.] (This 
letter is in the archives of Dun & Bradstreet, Inc., New York.) 
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(c.) STANDARD FORM. 


NEW YORK STATE BANKERS’ ASSOCIATION. 


TO eee 


 Unsert here the name of the loaning Bank) 

For the purpose of procuring and establishing credit from time to time with the above Bank for claims and 
demands against the undersigned, the undersigned furnish the following as being a true and correct state- 
ment of his or their financial statement of his or their CONdItION OM the rrrmssssesesseseeennueeneennennnseesennsensenesnaesseents day 
often teas 189.00, and agree that in case any change occurs that materially reduces 
his or their ‘ability + to | pay y all claims and demands against him or them, the undersigned will notify the 
said Bank without delay. 

In consideration of granting any credit by said Bank, the undersigned agree that in case of failure or insolvency 
on the part of the undersigned, or in the event of it appearing at any time that any of the following 
representations are untrue, or in case of the occurrence of such change as aforesaid or of failure to notify 
such change as above agreed, all or any of the claims or demands against the undersigned held by said 
Bank shall, at the option thereof, immediately become due and payable. 

Further, that the exercise of or omission to exercise such option in any instance shall not waive or affect any 
other or subsequent right to exercise the same. 


ASSETS. | LIABILITIES. 


Bills Payable for Merchandise .........cccee 
Bills Payable to Own Banks... 
Bills Payable for Paper Sold... 
Open Account... 
Bonded Debt (When due 
Interest on Bonded Debt.. 


Accounts Receivable, Good 


Bills or Accounts Receivable, due from Officers 
Merchandise, finished (How Valued... +)| 
Merchandise, unfinished (How Value: 
Raw Material (How Valued «1... 


Mortgages or Liens on Real Estate 


Chattel Mortgages... 
Deposits of Moneys with us 


Ss 
RealjEstate ren ras.ceteae scenes aenencnnere amen 3 
Machinery and Fixtures.. 5 Watanisrenoctesion tse aseeasinte season teietan oe eceeltoomavee eee 
2 seaseseensesesnssaseuseecensonavenensusenanseseoncnsssseeseseassssasensacsosenes 
2 
S 
Total Liabilitie: 
Capital 
Surplus, including undivided profits 


Accommodation Endorsements ice 
Contingent Liability. { ; “ i 
Endorsed Bills Receivable Outstanding 


Specify any of above assets or liabilities pledged as or secured by collateral, and state collateral. 


L = 


Form 2. Statement blank for corporations used by members of the New York State 
Bankers’ Association in 1896. 


cated upon giving to the banker a current balance sheet and such other 
financial information as the banker felt he needed to analyze the condition 
of the borrower. Here was the most radical change in banking practice 
since the organization of the Bank of North America in 1781. Nothing 
could have been more simple, more logical, or more eventful. 
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Bankers generally, however, were reluctant to follow Buell’s example. 
They lacked the credit experience, the background in gathering essential 
credit data, the ability to draw independent logical deductions on credit 
risks, and the vision of what this change would mean to banking and to 
business. To these bankers it appeared safer to continue to extend credit 
on two-name accommodation paper or trade paper, even though little or 
no exact information was available regarding the actual financial responsi- 
bility of either name. Finally, on February 9, 1895, the executive council 
of the New York State Bankers’ Association set an example for the bank- 
ing profession of the country by recommending to its members “‘ that they 
request borrowers of money from their respective institutions to give them 
written statements over their signatures, of their assets and liabilities, 
in such form as the Committee on Uniform Statements of the various 
groups recommend.” This was the first occasion on which the subject 
of a “property”? statement blank had been brought before a bankers’ 
convention. !% 

New York State was divided into nine sections geographically, and 
before July 11, 1895, when the second annual state convention was held 
at Saratoga, the bankers in all sections had adopted uniform statement 
blanks. At this convention, it was explained that although an increasing 
number of bankers in all parts of the state were now requesting financial 
statements from borrowers, others, through fear of offending their custom- 
ers or because of severe competition, were refraining from making requests 
for financial statements from borrowing accounts. '4 

The Pennsylvania Bankers’ Association, at its annual convention held 
at Pittsburgh on December 16, 1896, adopted three statement forms, a 
long and a short form for proprietorships and partnerships, and a slightly 
different form for corporations, all of which had been originated during 
the previous year and had been put into use by the bankers in Section 9 of 
New York State.'® 

At the twenty-fifth annual convention of the American Bankers’ 
Association held in Cleveland, Ohio, in September, 1899, a resolution was 
adopted providing “that the Secretary of this Association be and hereby 
is requested to confer with the Vice-Presidents from the various States, 
and prepare a uniform property statement blank which can lawfully be 
used in each State of the Union by the members of this Association, the 

13 CANNON, James G., vice-president of the Fourth National Bank, New York, 
“Uniform Statement Blanks and Credit Department Methods,” Proceedings of the 
Twenty-fifth Annual Convention of the American Bankers’ Association, held at Cleve- 
land, Ohio, Sept. 5-7, 1899, p. 175 (American Bankers’ Association, New York, 1899). 

14 CANNON, JAMES G., “Losses from Bad Debts,’’ an address delivered before the 
convention of the New York State Bankers’ Association, Saratoga, N.Y., July 11, 


1895. : 
15 Proceedings of the Second Annual Convention of the Pennsylvania Bankers’ Associa- 


tion, pp. 76-81 (Pennsylvania Bankers’ Association, Philadelphia, 1897). 
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STANDARD FORM 


AMERICAN BANKERS’ ASSOCIATION 


Oh pee een eee ee eee Bankaol, 


The undersigned, for the purpose of procuring credit from time to time from you for the negotiable paper of the undersigned or 
otherwise, furnish you with the following statement, which fully and truly sets forth the financial condition of the 
undersigned on the ¥ -, which statement you can 
consider as continuing to be full and accurate unless notice of change is given you. The undersigned agree to notify you 

~ promptly of any change that materially reduces the pecuniary responsibility of the undersigned. 

Jn consideration of the granting of such credit, the undersigned agree that if the undersigned at any time fail or become insolvent, 
or commit an Act of Bankruptcy, or if any of the representations made below prove to be untrue, or if the undersigned fail 
to notify you of any material change as before agreed; then and in either such case all obligations of the undersigned beld 
by you shall immediately become due and payable without demand or notice, and the same may be charged against the 
balance of any deposit account of the undersigned with you, the undersigned hereby giving a continuing lien upon such 
balance of deposit account from time to time existing to secure all obligations of the undersigned held by you. 


ASSETS LIABILITIES 


Cash on hand 
Cash In.......... Bank 
Bills Receivable, good, owing by Customers 
Bills Receivable, owing by Partners ........ 
Accounts Receivable, good, owing by Customers... 


Bills Payable for Merchandise 
Bills Payable to own Banks... 
Bills Payable for Paper Sold 
OPENTACCOUN Soe tarenaa cara tacnamin itpsatsenrtatrere 


Deposits of Moneys with us....... 


Accounts Receivable, owing by Partners... 
Merchandise (How Valued..... Mortgages or Liens on Real Estate. 


z 
Real Estate belonging to Firm g gS 
Machinery and Fixtures 3 § 
7 4 
s3 > 
i °4 
= 3 Total Diab eS: cecsarcteseecsesscerrecteeretners 
z 3 Net Worth, «toca ee ee ey 


AScoMMOdation Endorsements: .soscoocesarosesaceenssssearantereeveewrenssravuesovosdearsovetrvarcterseansfoetesrartssves ununsstveliteealslaksviorsoigaeter ory 


Contingent tainty { 
Endorsed Bills Receivable Outstanding 


Specify any of above assets or liabilities pledged as, or secured by, collateral, and state collateral 


Form 3. Statement blank for partnerships presented by James G. Cannon at the 


annual convention of the American Bankers’ Association, held at Cleveland, Ohio, 
Sept. 5-7, 1899. 
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same to be designated as the Standard Form of the American Bankers’ 
Association. . . . ” It was brought out at this same convention that the 
National Association of Credit Men, ‘“‘a large and powerful organization 
of 2,700 members, after a year’s investigation of this subject,!® has also 
adopted uniform property statement blanks,” and they were then being 
used.?” By April, 1900, D. Cary Keith of the Geo. E. Keith Company, 
Campello, Mass., was able to write William N. Fitzgerald, chairman of 
the Boot and Shoe Conference at the Milwaukee convention of the 
National Association of Credit Men, that he was using the statement 
forms devised and endorsed by the association. “I have found,” he 
explained, “that by insisting on this plan of getting statements from our 
customers, we have been able to weed out many who are slow, and thereby 
have brought our losses down to a comparatively small amount, during 
the last two years. . ..’7!8 

The leader in this movement of commercial bankers to investigate 
credit risks more adequately and to base the extension of credit upon ex- 
act information instead of upon generalities or assumed financial strength 
was James G. Cannon, who at the time was vice-president of the Fourth 
National Bank, New York. In many of his enlightening addresses, which 
were subsequently printed in small pamphlets,!* he stressed over and over 
again the basic importance of obtaining and studying the exact financial 
statements of the potential borrower. “An itemized statement, provided 
it is correct, is to a banker what a map is to a traveler; it points out and 


16 “Ror some time past the National Association of Credit Men have had under 
consideration the forms of standard property statement blanks adapted to different 
classes of business. An exhaustive comparison has been made of blanks in use by 
different trades and leading houses throughout the country. The forms suggested 
for approval have been extensively discussed by the different local associations and 
by leading credit men in every part of the land. As a result of this work, standard 
forms have been prepared which have been generally approved by all interests, and 
these have been formally adopted and endorsed by the Board of Administration of 
the National Association of Credit Men. Uniformity in matters of this kind is extremely 
desirable, and the credit men are to be congratulated upon having devised forms 
which are so generally approved as to indicate that they will come into almost uni- 
versal use.’”’—Business Topics, p. 3, June, 1898, compiled and issued monthly by the 
Business Literature Committee of the National Association of Credit Men, New York. 

17 Proceedings of the Twenty-fifth Annual Convention of the American Bankers’ Assoct- 
ation, pp. 23, 176-177. 

18 Business Topics, p. 3, May, 1900. 

19 In addition to addresses of James G. Cannon listed elsewhere in other footnotes 
in this chapter, the more important ones in which bank credit was the primary subject 
were: ‘Profit or Loss on Bank Accounts,”’ delivered before the American Bankers’ 
Association, Baltimore, Md., 1894; ‘‘ Uniform Statements,” delivered before the New 
York State Bankers’ Association, 1896; ‘‘Credit, Credit Man, Creditor,” delivered 
before the National Association of Credit Managers, Toledo, Ohio, 1896; and “‘Indi- 
vidual Credits,’”’ delivered before the National Association of Credit Men, Kansas 


City, Mo., 1897. 
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PROPERTY STATEMENT BLANK 
Recommended and endorsed by the National Association of Credit Men 
Large assets are not always neccssary to the creation of credit; what is most desirable is, that credit be in relative proportion to the actual 


assets, The giver of credit is a contributor of capital, and becomes, in a certain sense, a partner of the debtor, and, as such, has a perfect right 
to complete information of the debtor's condition at all times.” 


For the purpose of obtaining credit now and hereafter for goods purchased, I or we herewith submit to you the following statement of my or 
our resources and liabilities, and I or we will immediately mousy you of any material change in my or our financial condition. _ 
In consideration of your granting credit to the undersigned I or we agree that in case of my or our failure or insolvency, or in case I or we shall 


make any assignment for the benefit of creditors, bill of sale, mortgage or other transfer of my or our property, or shall have my or our stock 
attached, receiver appointed, or should any judgment be entered against me or us, then all and every of the claims which you may have saint 
me or us shall at your option become immediately due and payable, even though the term of credit has notexpired. All fawh 

from you shall be taken to be purchased subject to the foregoing conditions as a part of the terms of sale. 


hereafter purchased 


What portion of Real Estate described is 
S Dollars Cents 
ACTIVE BUSINESS ASSETS. Rea och Sed homestead. See teins 


Present cash value of merchandise on hand. pest aaerstconst eeroat aces [rarsspimensittants Have you any other debts than herein men- 
tome ?........sscesrececseereessneceederrenneenenssenes Z 

and accounts, cash value... 
oa What kind of business do you conduct ?..... 
Insurance on Stock. —) 
On Fixtures, Machinery, Horses and 


Total Active Business Assets * 


BOSINESS LIABILITIES, Amount of sales last year? 
Amount of expenses last year - 


Owe for merchandise, open acct., What proportion of your sales is on credit? 


Date of last inventory? 5 
If you have borrowed money in the business, 


Owe others for borrowed 
e ir wed money state what amount is secured and in what 


Owe taxes and rent 


Mortgages on fixtures, machinery, 
horses and wagons 


Are any merchandise creditors secured in 
any way? 

Have you any judgments, judgment notes, 
chattel mortgages, or other liens against 

Net worth in Business you, recorded or unrecorded? If so, de- 

;. — Vee iva oe scribe 


Total Business Liabilities. 


OUTSIDE ASSETS. pene 
Total real estate, assessed valuation, $ ar Suits pending, and of what nature? 


Total encumbrauces on real estate,  $-.......- ccsecscssseeeseeee 


What books of account do you keep 


REMARKS.—Give details and explanations 
of questions not fully answered above. 


Possible liability of each 
Age? |Marrled ?jmember of firm as endorser, 
bondsman, etc. 


The above statement, both printed and written, has been carefully read by the undersigned, and is a full and 
correct statement of my or our financial condition as of 1905 


IOUT cra conascsn exe vanes eos arc ort rs eraccoonssossose SURUB cee TT ncatectoneer eee a member of the firm. 


Form 4. “‘ Property’ statement blank recommended for the use of mercantile creditors 
by the National Association of Credit Men in 1906. 


makes clear things and conditions that would otherwise be obscure and 
mysterious.”’?° He prophesied that “banks will be obliged to loan more 
and more upon single name paper, which is a simple promise to pay, and 
in making loans of this character, they should certainly know what the 


20 CANNON, JAMES G., ‘‘Losses from Bad Debts.” 
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promise to pay represents, or has behind it,’’?! implying the essential need 
of detailed financial statements. He explained how, with the use of balance 
sheets, he had discovered that certain concerns had several borrowing ac- 
counts when he had been under the assumption they had had only one, 
his own bank. Such information was readily available by comparing the 
amount of cash on hand and outstanding loans in a balance sheet with the 
borrower’s deposits at his bank and outstanding credit on the books of his 
bank on the statement date. Financial statements were becoming a me- 
dium of obtaining exact information, but at this early stage there was 
little thought of any analysis consisting in a study of the relationship of 
items. 

This radical change in the lending technique of commercial banks in- 
volved a gradual evolution in perspective and outlook, in banking forms, 
and in knowledge. Skepticism of a new principle is followed by toleration, 
and toleration by the extension of the practice. In this case, the change 
during the last quarter of the nineteenth century, so clearly indicated by 
the spread in the adoption of uniform statement blanks, brought about 
appreciation of the value of balance sheets and income statements, and 
led to the training of bankers to interpret these financial statements. By 
the turn of the century, the extension of loans on single-name paper 
had become a recognized practice of American commercial banking 
institutions. 

The Federal Reserve Act, which became law on December 23, 1913, 
provided for the establishment of the 12 Federal Reserve banks, and since 
November 16, 1914, they have been in active operation. In describing typ- 
ical operations, the original act provided that member banks might redis- 
count with the Federal Reserve banks “notes, drafts, and bills of exchange 
arising out of actual commercial transactions; . . . the Federal Reserve 
Board to have the right to determine or define the character of the paper 
thus eligible for discount.’”’ The Board now proceeded to emphasize the 
fundamental importance of financial statements to member banks in 
carrying on banking operations by requiring that “after January 15, 1915, 
no paper shall be discounted or purchased by Federal Reserve Banks that 
does not bear on its face evidence that it is eligible for rediscount . . . 
and that the seller of the paper has given a statement to the member 
bank.’’?? This basic interest of the Federal Reserve Board was shortly to 
blossom out in 1917 in a study entitled Uniform Accounts,?* which was to 
be the forerunner of successively enlarged studies to be made by the 
American Institute of Certified Public Accountants setting forth the 


21 CANNON, JAMES G., ‘‘Bank Credits,” an address delivered at the Drexel Institute, 
Philadelphia, Pa., Nov. 17, 1892. 

22 Wits, H. P., The Federal Reserve System, pp. 903-934 (The Ronald Press Com- 
pany, New York, 1923). 

23 Federal Reserve Bulletin, Vol. III, No. 4, April, 1917. 
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minimum requirements for the verifications of assets and liabilities by an 
accountant and providing for more uniform thoroughness in setting up 


financial statements. 


ASSETS. LIABILITIES. 

Cash: 

1a. Cash on hand—currency and coin Bills, notes, and accounts payable: 
in bank. Unsecured bills 


4- Notes given for merchandise or raw 
material purchased... 
6. Notes given to banks for 


. Notes receivable discounted or sold with 
indorsement or eaten 
past 12. Noe Mae So pieterunakiers: officers, 
. Notes fecioables customers, past due or employees 
( walise; $) ics swaecebasest secumeees mee eee ae 


. Accounts receivabie, customers, past Unsecured accounts— 
SES (cash value, $....) 14. Accounts payable for purchase (not 


20a. Notes receivable discounted or sold 
with indorsement or guaranty 
19. Goods in process. (contra). 
21. Uncompleted contracts 
payments on account 


Other quick escrtbe 


Total quick assets (excluding all investments) 
Total current liabilities. 
Fixed liabilities: 
Securities: 24. morteiee on plant (due date 
as. Securities readily marketable and salable 26. Mortgage on other real estate (due 
without impairing the business date ) 
27. Notes pres by officers, stockholders, 28. Chattel mortgage on machinery or equip- 
ment (due date 
. Bonded debt (due date ........ Pretec iterates 


. Other fixed liabilities (describe fully): 


ed assets: 
3i> Land used for plan’ 
- Buildings used for oR 
Mac) ° Net worth: 
js Tools and plant equipment, , Po emeer! 34. If a corporation— 
. Patterns and drawings. ave (a) Peelerzed) stock (less stock in 


. Office furniture and fixtures 
. Other fixed assets, ifany (describe fully). 


36. If an pases) or partnership— 
a 
0) 


Form 5. Balance sheet form suggested by the Federal Reserve Board in 1917. 


On July 15, 1915, the Federal Reserve Bank of New York addressed a 
letter to the cashiers of all member banks in the Second Federal Reserve 
Region enclosing four financial statements forms, one for corporations, one 
for firms, one for farmers or livestock dealers, and one for merchants, 
manufacturers, or other individuals. “These forms,” continued the letter, 
“are designed to assist member banks to assemble and maintain credit 
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files relating to borrowers. Statements made on these forms will show 
clearly the relation of quick assets to current liabilities. Only such supple- 
mentary information is called for as seems essential to a full understanding 
of a borrower’s position. On the back of each form, space is provided for 
additional questions or records. . . . Member banks may prefer to use 
their own or other forms of statements but those banks which wish to use 
the Federal Reserve bank forms are requested to advise the number of 
each required.”’ The creation and distribution of these financial forms in 
the most concentrated business and banking part of our country provided 
one more urge toward a wider use of detailed financial statements. 


Early Days of Accountancy 


In the years following the example set by James Buell in granting credit 
on the financial statement of a borrower, it was difficult to obtain exact 
financial information, even when a depositor was willing to cooperate by 
turning over his books to the banker for careful perusal. Few commercial 
or industrial business enterprises in the third and fourth quarters of the 
nineteenth century had reliable figures, even for the use of their own 
operating managements. The principal exceptions were railroads, several 
of which were keeping quite complete, accurate records. American ac- 
countancy was in its early stages of development and was just beginning 
to make some feeble effort toward becoming recognized as an actual pro- 
fession. If a banker had requested a businessman in the latter years of 
the nineteenth century to have his books audited by an accountant, the 
typical businessman would innocently and naively have asked, “‘ What is 
an accountant?” 

When President Buell of the Importers and Traders National Bank was 
showing the partners of mercantile houses in New York City the desir- 
ability and profitableness of borrowing funds on their own financial re- 
sponsibility to earn discounts on trade bills, strange as it may seem, there 
was not a single firm of public accountants in the United States to assist 
this eventful development. The earliest use of a firm name in accountancy 
in the United States seems to have been Nelson, Shepard & Cooke of 
Cincinnati in 1876, a concern that apparently was in existence only a year 
or so and that operated as a “‘real-estate and collection agency ”’ as well as 
accountants. The second firm was Candor & Carnes, listed in Cincinnati 
in 1881 as “expert accountants.”?4 In 1873 Price, Waterhouse & Co. of 

24 As early as 1786, individuals who practiced law advertised in city directories that 
they also acted as accountants. In fact this early public practice, which consisted in 
little more than making the opening entries in books of account and explaining book- 
keeping practices from theory rather than from experience, seems to have been con- 


sidered a minor but integral department of the legal profession. In the early part of 
the nineteenth century, teachers and authors on the subject of bookkeeping occa- 
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London had sent employees to the United States on special auditing 
assignments. ?° 

In 1883, Edwin Guthrie, a receiver for a bankrupt English financial 
organization, visited the United States to ascertain the value of certain 
assets which the bankrupt enterprise owned here. On arrival, Guthrie was 
unable to find a public accounting firm to assist him in his investigations. 
He became acquainted with John Wylie Barrow, an actuary employed by 
the New York branches of certain British fire insurance companies, and 
out of this acquaintanceship grew the third known accounting firm, the 
first one of importance on this side of the Atlantic ocean. It was not until 
1896 that the accounting profession was first legally recognized, when New 
York State conferred the power upon the Regents of the University of the 
State of New York to grant certificates of qualification. Pennsylvania 
followed three years later in 1899, Maryland in 1900,?¢ and California in 
1901. Similar recognition was not extended by the District of Columbia 
until 1923. 

During the early years of accountancy, the profession had no specialized 
field of activity. What little business came its way, and it was very little, 
generally consisted in opening and balancing sets of books, in “straighten- 
ing out’”’ books that had become charmingly ‘‘mixed up” because of the 
inexperience of amateur bookkeepers. Some managements considered the 
early accountant ‘‘an experienced bookkeeper and no more, others looked 
upon him as a man whose business it was to detect fraud, embezzlement, 
and stealing, and that his employment was of value only in this direction, 
while quite a few had a vague idea that he was merely a man of figures, a 
rapid and unerring calculator who could add up two or three columns of 
figures at a time, could tell you immediately the square or cube root of any 
given number, or say off-hand, for example, what one dollar put out at six 
per cent compound interest per annum at the time Columbus discovered 
America would amount to today.’’27 

It was often feared that the employment of public accountants would 
be looked upon as evidence of “‘suspected fraud or irregularity, losses, and 


sionally sought outside engagements. See Norman E. Webster, ‘‘Public Account- 
ancy in the United States,” The American Institute of Accountants, Fiftieth Anniver- 
sary Celebration Volume, 1937, pp. 104-108 (American Institute of Certified Public 
Accountants, New York, 1938), and A. C. Littleton, ‘‘Directory of Early American 
Public Accountants,” University of Illinois Bulletin, Vol. 40, No. 8, Oct. 13, 1942. 

*® DeMonp, C. W., Price, Waterhouse & Co. in America, p. 5. (Price, Waterhouse & 
Co., New York, 1951). 

6 In 1900 there were only 243 certified public accountants in the United States. 
See T. A. Wise, ‘The Auditors Have Arrived,” Fortune, Vol. XLII, No. 5, p. 152, 
November, 1960. 


et ANYON, JAMES T., Recollections of the Early Days of American Accountancy, p. 41 
(privately printed, 1925). 
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doubt regarding financial strength.” As late as 1907 investigations by 
public accountants were at times made secretly, often at night and on 
Sunday.”8 

The field of making audits and of verifying financial statements was 
to be developed as commercial banking institutions, and later mercan- 
tile creditors, began to insist upon receiving exact financial statements as 
the basis for the extension of credit, as investment bankers needed the 
verification of earnings from a qualified source outside the management 
as a basis for pricing and selling securities to the avid public, and as the 
sixteenth amendment to the Federal Constitution became effective in 
1913 and Congress was empowered ‘‘to lay and collect taxes on income, 
from whatever source derived.” Officers of corporations who had never 
before realized the necessity for having a correct system of accounting now 
found themselves compelled to prepare statements of income and expendi- 
tures. The passage of the Revenue Act of March 3, 1917, containing the 
first excess-profits tax, finally heightened this emphasis as nothing else 
could possibly have done. 


EXPANSION IN USE OF FINANCIAL STATEMENTS 


In 1870 there were 427,000 active manufacturing, assembling, convert- 
ing, jobbing, wholesaling, importing, exporting, and retailing business 
enterprises in the United States. With present-day air transportation, 
color television, photoelectric cells, and atomic energy, we are ages away 
from the year when the fifteenth amendment to the Federal Constitution, 
extending the franchise to Negroes, became the law of the land. With the 
exception of four brief periods, the number of active commercial and 
industrial business enterprises listed in the Reference Books?? of The 
Mercantile Agency for continental United States climbed upward from 


427,000 in 1870 to 2,708,000 in 1960 and dropped to 2,527,000 in 1965. 


28 MonrcomMery, Ropert H., ‘‘What Have We Done, and How?” an address 
delivered before the 1937 convention of the American Institute of Accountants; The 
American Institute of Accountants, Fiftieth Anniversary Celebration Volume, 1937, p. 80 
(American Institute of Certified Public Accountants, New York, 1938). C. W. De- 
Mond reported that Edwin Waterhouse wrote in his diary that visits to certain private 
banking firms in London, England, in 1889 were made in secret ‘‘with the work done 
occasionally after office hours, since the clients feared damage might be caused their 
firm’s reputation if it became known that an auditor was in the bank premises.’’— 
Price, Waterhouse & Co. in America, p. 9. 

29 The Reference Book, published every 2 months by Dun & Bradstreet, Inc., is a 
volume of approximately 4,000 pages, containing the names of active commercial 
and industrial business enterprises in every city, town, village, and hamlet in the 
United States, together with various symbols, indicating the line of business activity, 
estimated financial strength, and general credit worthiness. 
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Growth in Number of Business Enterprises 


As a result of the depression that started in 1893, the first brief relapse 
occurred and the number of business concerns listed in the July Reference 
Book dropped from 1,193,000 to 1,114,000 in 1894, reacted moderately 
to 1,209,000 in 1895, and then dropped again in both 1896 and 1897 to 
1,059,000. For a period of 33 years, with the exception of the one year of 
1918, no shrinkage occurred in the aggregate number of active commercial 
and industrial concerns. 

The First World War brought a drop from 1,733,000 to 1,708,000 con- 
cerns in 1918, a moderate decrease of 25,000, or 1.4 per cent. In 1919, the 
number expanded nominally to 1,711,000 and in 1920, to 1,821,000, the 
greatest increase in any one year up to that time. 

By 1929 there were 2,213,000 concerns listed in the Reference Book 
of The Mercantile Agency, more than twice the number in active opera- 
tion in 1894. Then came the cyclone. The toll of inventory losses, heavy 
short- and long-term liabilities, losses from bad debts, top-heavy fixed 
assets, shrinking sales, and poor management brought about a long and 
sustained drop in the number of active commercial and industrial enter- 
prises. From 1930 to 19338, inclusive, the number dropped successively 
each year, reaching 1,961,000 in 1933, an aggregate decrease of 11.3 
per cent in 4 years. In 1934, when the outlook for business success and 
profits had begun to allow some rays of sunshine to penetrate the murky 
atmosphere, notwithstanding the vast army of unemployed, the number 
started to expand and by 1941 had reached 2,172,000, not quite the 
peak of 1929. 

Between July, 1941, and July, 1944, the number of active commercial 
and industrial business enterprises dropped from 2,172,000 to 1,855,000. 
Then the trend reversed itself, the number of listings increasing steadily 
to an all-time high record of 2,708,000 in 1960. Since then listings have 
decreased every year to 2,527,000 in 1965. 

This record is the most impressive surge in the growth of active business 
enterprises in all history. During these years, millions of European 
immigrants settled in the towns, in the cities, and on virgin farming 
land, and a vast expansion took place in the number of people who became 
vitally interested in making a living or a fortune through the medium of 
the business enterprise. The infinite variety in the ways of earning a mod- 
ern livelihood is in spectacular contrast to the pursuits of colonial days 
when agriculture, fur trading, shipbuilding, small retail stores, hostelries, 
and foreign commerce were the principal economic activities of the 
individual. 

In 1870 there was one active commercial and industrial concern for 
every 91 persons in the United States; in 1900 one for every 65 persons; 
and in 1965, one for approximately every 67. 
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It is rather surprising that accountancy had not become established 
sooner in the United States, in view of the earlier development of the pro- 
fession in England and Scotland and the importance of business activity 
in a rapidly expanding economy. Possibly the tardiness was due to the 
fact that prior to 1883 few corporations except the railroads, the larger 
banking institutions, the express companies, and some cotton mills had 
public distribution of their securities in the United States. Business enter- 
prises were still closely controlled and operated. Not until 1886 did the 
courts decide that a corporation was a person in the meaning of the ‘due 
process” clause of the Federal Constitution. This decision brought an 
element of unprecedented security to the existence of the larger corpora- 
tion, or, as Thomas W. Lawson phrased it, the corporation became 
“|. . @ separate entity which could do all the things the individual 
might, and yet exist apart from the individual and independent of his 
personal dealings and comings and goings.’’?° 

This picture of the expansion in the nation’s commercial and industrial 
life during the past 85 years indicates the growing importance of the 
institution of the business enterprise in economic life and shows as 
clearly as possible that accountancy from 1883 onward assumed a place 
of increasing distinction in the world of business affairs. As an increasing 
percentage of business enterprises took the corporate form of existence in 
contrast to the early proprietorship and partnership forms, accountancy 
made headway.?! 


Influence of the New York Stock Exchange 


In 1880, 219 stocks of 183 corporations were listed on the New York Stock 
Exchange. These corporations consisted of 64 New York City banks, 81 
railroads and street railway companies, 10 public utilities—gas and tele- 
graph companies—and 28 industrials, mostly coal-mining companies and 
metal-mining enterprises. These were the corporations whose securities 
were the most widely held by the American public. Naturally there 
existed an implied obligation on the part of the operating managements of 
these corporations to inform security holders of their financial condition 
by issuing some sort of yearly report containing a measure of financial 
information.*®? In 1900, 377 stocks of 278 corporations were listed on the 
Big Board; in 1910, 426 stocks of 304 corporations. 


30 Lawson, Tuomas W., Frenzied Finance, p. 211 (The Ridgway-Thayer Company, 
New York, 1905). 

31 The growing numerical importance of corporations in American business life is 
discussed in Are You a Stockholder? by Alden Winthrop, pp. 253-255 (Covici, Friede, 
Inc., New York, 1937). 

32 At times the implied obligations carried no weight with the management. On 
Mar. 22, 1866, for example, G. L. Gerrard, chairman of the Committee on Securities 
of the New York Stock Exchange, wrote a letter to the secretary of the Delaware, 
Lackawanna & Western Railroad Co. for copies of any reports and documents it had 
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Between 1910 and 1920 the number of listed industrial issues gradually 
exceeded the number of railroad stocks, assuming the place of prime 
importance. By 1920 stocks were listed on the New York Stock Exchange 
for 268 industrial corporations, 131 railroads, 34 New York City banks, 
and 23 public utilities, for a total of 691 separate issues of stocks. Stock- 
holders who had furnished the funds to develop and to expand these corpo- 
rations became increasingly desirous, and naturally so, of having a disin- 
terested and qualified accounting of funds, particularly as the inside 
activities of notorious financial speculators such as Commodore Cornelius 
Vanderbilt, Jim Fiske, Daniel Drew, and Jay Gould became more widely 
known to the public. 

The early reports to stockholders of corporations whose securities were 
listed on the New York Stock Exchange contained unaudited financial 
statements. As the number of listings on the New York Stock Exchange 
increased, the Exchange became vitally interested in seeing that an in- 
creasing amount of reliable information was given to stockholders and to 
the public. This development took a practical form in the following early 
rulings of the Exchange; 


1. In 1897, the Kansas City Gas Company, in its application to list $3,750,000 
first mortgage five per cent bonds, agreed to the suggestion of the New York 
Stock Exchange that the company would, “‘from time to time, make publication 
of its net profits, not less than twice in each year.” 


2. In 1898, the Glucose Sugar Refining Co., in its application to list its preferred 
and common stocks, agreed that ‘‘a detailed statement would be made public” 
in time for its annual meeting of stockholders. 


Both of the above rulings were important moves in the popularization 
of pertinent financial information. The securities exchanges in admitting 
securities for trading on their floors now felt an increasing obligation to 
provide investors with certain safeguards in the form of more comprehen- 
sive historical and financial information, which would be available to the 
general public. Some measure of control over the corporations whose 
securities were listed was assumed by securities exchanges through their 
right to prescribe regulations for the listing of securities. 

No figures are available showing the number of corporations whose 
securities have been widely distributed among the public. On July 31, 
1965, however, 1,241 United States corporations had stocks listed on the 


issued during the years immediately preceding. The reply, signed by A. C. Odell, 
treasurer of the railroad, contained but one brief sentence, ‘“‘The Delaware, Lacka- 
wanna & Western R.R. Co. make no reports and publish no statements—and have 
not done anything of the kind for the last five years.”—Snuutz, Brru E., Stock Ex- 
change Procedure, pp. 11-12 (New York Stock Exchange Institute, 1956). It was to be 
many years before the issuance of yearly reports to stockholders would become a 
recognized practice among listed corporations. 
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New York Stock Exchange—58 railroads and manufacturers of railroad 
equipment, 135 utilities, 63 financial companies, 38 mining corporations, 
and 947 industrial enterprises operating in a wide variety of fields. The 
listed stocks of these 1,241 corporations on that date had a market value 
of $479,552,000,000; the market value of the 947 industrials was $346,- 
164,000,000 or 72.2 per cent of the total, indicating the importance which 
industrials, that is, manufacturing, wholesale, retail, amusement enter- 
prises, and service corporations, have assumed in the scheme of American 
life. 

In 1930, J. M. B. Hoxsey, the technical assistant to the Committee on 
Stock List of the New York Stock Exchange, asked that the American 
Institute of Certified Public Accountants appoint a committee to advise 
the Exchange with respect to problems of accounting and corporate 
reports. The committee that was subsequently appointed worked closely 
with the Stock Exchange. In 1933, the correspondence between the two 
groups was published, together with a standard form of auditor’s report 
or certificate which the Institute’s committee had suggested and which 
the Exchange had approved. Five broad fundamental principles of 
accounting, on which the Institute’s committee and the Exchange agreed, 
were also included in the correspondence, clearly stating the nature of 
accounts and the purpose and limitations of independent audits. All this 
material, published in a pamphlet entitled Audits of Corporate Accounts, 
constitutes a historic document that had a profound effect on financial 


and accounting practice in the United States.** These principles are out- 
lined and discussed in Chap. XXIV. 


Securities and Exchange Commission 


The Securities Act of 1933 and the Securities Exchange Act of 1934 
created the Securities and Exchange Commission and gave it the power 
to obtain such information in such detail as the Commission might by 
rules and regulations require from registrants under these two acts, as 
necessary and appropriate in the public interest or for the protection of 
investors. These acts were supplemented by the Public Utility Holding 
Company Act of 1935 and the Investment Company Act of 1940. Prestige 
was added to the accounting profession by regulations of the Commission 
to the effect that substantially every corporation except railroads, *4 
common and contract carriers by motor vehicle, and commercial banking 
institutions, with securities listed on a national security exchange, and 
33 The American Institute of Accountants, Fiftieth Anniversary Celebration Volume, 
1937, p. 19 (American Institute of Certified Public Accountants, New York, 1938). 
34 Title I, Sec. 3(a), (6) of the Securities Act of 1933 provides that the act shall 


not apply to “any security issued by a common or contract carrier the issuance of 
which is subject to the provisions of 20a of the Interstate Commerce Act, as amended.” 
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substantially every corporation, with the exception of the lines noted, 
offering to the public an issue of securities in excess of $300,000*° must 
file certified financial statements** with the Commission. 

Under the law, the Securities and Exchange Commission has power to 
require balance sheets, income statements, surplus accounts, and sup- 
porting details, in any form, from all corporations whose affairs come 
under its scrutiny. Of equally fundamental importance, the Commission 
also was given power “‘to define technical, trade, and accounting terms,” 
a privilege that offers untold possibilities in setting standards in the 
future. 

For several years the Commission made no attempt to utilize its power 
except in the delineation of the exact manner in which its various financial 
forms had to be filled and in the review of financial information filed 
under the various acts. In January, 1937, however, the chief accountant 
issued the first of a series of releases, which has been continued up to this 
time, giving interpretations and tending to set standards of accountancy 
practice.*? Most of these opinions have suggested standards in a par- 
ticular situation. The number of decisions and releases covering account- 
ing principles and practices has been relatively limited, reflecting the 
view of the Commission that it would not be in the public interest for an 
agency of the Government to undertake “accounting rule making” in an 
extensive manner.*8 

The information obtained by the Commission unfortunately does not 
necessarily carry through to the stockholder, the investor, or the specu- 
lator, except on the occasion of an underwriting of securities. The Com- 
mission may insist that in a report made to it certain items be charged to 
expense in the income statement and not to surplus. The management of 
that particular corporation, however, in its annual report to stockholders 
may present the information according to some other accounting policy 
and in such a condensed form that the interpretation may be materially 
different. The Securities and Exchange Commission, moreover, has no 

8° The Securities Act of 1933 originally imposed a maximum limit of $100,000 upon 
the amount of a security offering which the SEC was empowered to exempt from 
registration. By amendment of the statute effective May 15, 1945 (see Regulation 
A, Rule 217(a) of the Securities and Exchange Commission), this limit was raised to 
$300,000. Rule 254 reads: “Amount of Securities Exempted (a) The aggregate 
offering price of all of the following securities (7) the issuer, (7) its predecessors and 


(iz) all of its affiliates which were incorporated or organized, or became affiliates of 
the issuer, within the past two years, shall not exceed $300,000.” 

36 Article 2, entitled ‘Certification,’ in Regulation S-X of the Securities and 
Exchange Commission, dated Aug. 20, 1958, gives the detailed qualifications of 
accountants who may certify to these financial statements, and the requirements, 
representations, opinions, and exceptions to be covered in the certificate. 

37 This series of accounting releases of the Securities and Exchange Commission is 
discussed in Chap. XXIV. 

8 Grady,’ Paul, Inventory of Generally Accepted Accounting Principles for Business 


Enterprises, p. 8, (American Institute of Certified Public Accountants, Inc., New York, 
1965). 


IMPORTANCE OF ARABIC FIGURES 29 


direct or indirect contact with the majority of corporations whose securi- 
ties are not held by the public, the only exceptions being subsidiaries or 
affiliates of corporations whose securities are substantially held by the 
public. 


THE IMPORTANCE OF ARABIC FIGURES 


On December 20, 1934, the Securities and Exchange Commission pub- 
lished Instruction Book for Form 10 to assist officials of business enter- 
prises in preparing forms for the correct registration of securities. This 
instruction book was amended 18 times, the last amendment having been 
announced on February 2, 1939. That part of the material in this instruc- 
tion book which pertained to the form and content of financial statements 
was superseded by the more elaborate Regulation S-X on February 21, 
1940.%° The current 80-page pamphlet outlines the minimum data to be 
covered in preparing balance sheets, income statements, and supporting 
schedules of registrants under the Securities Act of 1933, the Securities 
Exchange Act of 1934, the Public Utility Holding Company Act of 1935, 
and the Investment Company Act of 1940. 


Unaudited Financial Statements 


All financial statements that come under the scrutiny of the Securities and 
Exchange Commission and a considerable proportion of those given to 
commercial banking institutions are audited. The thousands of practicing 
certified public accountants handle their work with varying degrees of 
thoroughness and independence. Even the larger nationally known firms 
of accountants that pride themselves on the uniformly high character of 
their work have had in their employ, at times, men whose ability or 
standards in emergencies have not always proved quite equal to some 
situations.4° However, notwithstanding unusual situations and _ indi- 
viduals, an analyst invariably, and quite naturally so, has a greater 
feeling of confidence and reassurance when studying financial statements 
that bear the imprint of an independent certified public accountant. 
The greater proportion of all financial statements made available for 
mercantile credit are unaudited, and many of these statements are esti- 
mated. This condition is natural because smaller business enterprises lack 
the means to utilize the services of certified public accountants, and 
about 82 per cent of all active commercial and industrial business enter- 
prises have a tangible net worth of $35,000 or less. Unaudited financial 
statements range from ultraconservative to highly exaggerated, over- 
optimistic valuations, from highly condensed to very detailed figures. 
39 The most recent copy of Regulation S-X, “Forms and Content of Financial 


Statements,”’ as amended, is dated Oct. 15, 1964. 
40 Several of these situations are discussed in footnotes in Chap. XXIV. 
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There are balance sheets and balance sheets, but one and all come under 
the eye of some analyst at some time. 


PHILOSOPHY OF NUMBERS 


Accounting is the language of finance. It is the means of recording 
through Arabic numerals the forces and values that represent everday 
business transactions.‘! By its very nature, accounting adapts itself to 
business procedure and to business policy, not business procedure or 
policy to accounting. No decision concerning operating policies of a com- 
mercial or industrial business enterprise can be made and carried out that 
will not be reflected in figures. That is why we live in a world of mathe- 
matics, why Arabic figures have become so tremendously important in a 
business civilization based upon competition, the profit economy, and 
perhaps some growing degree of national capitalism. The figures of a 
business enterprise are the reflection of management operating policies or 
lack of operating policies. Here is the resurrection of the philosophy of 
Pythagoras, which applies more to the business civilization of today than 
it did 500 years before Christ when Pythagoras flourished on the shores 
of the Mediterranean Sea. 

John Dewey phrased it more philosophically. ‘‘Development of 
the systems of unit,’’ he wrote, “by which to measure sensible objects (or 
form ideas of them) has come along with discovery of the ways in which 
the greatest amount of free movement from one conception to another is 
possible.’’4? 


THEORY AND PROBLEMS 


1. Describe, with supporting reasons, the importance or the lack of importance of 
financial statements (a) in the extension of mercantile credit during the colonial 
period, (b) in the extension of mercantile credit and bank credit during the early 
years of the United States, and (c) in the early credit reports. 


41 “T never see an executive engaged in what is termed figure study without being 
reminded of the orphan lad in one of the stories of Charles Dickens who after going 
through the agonies of learning the alphabet remarked that he never thought it 
would be possible to go through so much to get so little! . . . One day, and for this, 
I will ever revere his memory, I was hired as his controller by a man, the late William 
L. Ward, who taught me that figure study could have a purpose well worthy of any 
intelligent being, and that my job was to use figures so that he, his corporation, and 
incidentally, myself, could make more money. Today, not that I am particularly 
crazy about making money but because I know that profit-making is a constructive 
and worth-while undertaking, I find figures the most fascinating thing in the world.” 
—Harrison, G. Cuarter, The Profit Pattern Road Map of the Manufacturer, p. 5 (G. 
Charter Harrison, Madison, Wis., 1947). 

“” Dewey, JouN, The Quest for Certainty, pp. 134-135 (Minton, Balch & Co., New 
York, 1929). 
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2. Why did mercantile terms of sales change radically during the Civil War? 


. How did the changes in terms of sales bring about a subsequent evolution in the 


. 


10. 


form of bank credit instruments and the need for financial statements? 


. Explain why and how the rise and expansion of the corporate form of business 


organization affected the public use of financial statements. 


. The bankers of what state were the first to recommend the use of a financial state- 


ment, then known as a ‘“‘property”’ statement blank, as a basis for the extension of 
credit? When? 


. Who was the leader in this bank movement to base the extension of bank credit 


on actual financial knowledge and not on generalities? 


Describe the early difficulties in the establishment cf the accounting profession. 


- In 1870 there were 427,000 business concerns listed in the Reference Book of The 


Mercantile Agency, and in 1960, 2,708,000. In 1880 there were 183 U.S. corpora- 
tions which had stocks listed on the New York Stock Exchange, and in 1961, 1,117. 
What effect, if any, did the expansion reflected by the increase in these figures 
have upon the development in accountancy? 


. Why should (a) the New York Stock Exchange and (6) the Securities and Ex- 


change Commission be interested in standards of accountancy? 


Why are unaudited as well as audited financial statements important? 


CHAPTER II 


Viewpoints toward Analyses 


Strange coincidences take place every day in the world of business, just 
as naturally as in the novels of Balzac and Dickens, Kenneth Roberts and 
John Steinbeck. Recently, four persons interested in an analysis of the 
annual figures of the Folding Carton Corporation discussed them with the 
author, each from a different viewpoint, and all within the short period of 
a month. 

The Folding Carton Corporation is an established enterprise, with sub- 
stantial capital, engaged in producing and marketing a widely used, 
patented folding carton. The four individuals were a mercantile credit 
manager, a commercial banker, a stockholder, and a member of the 
operating staff, the treasurer. What did each of these individuals con- 
sciously see and understand when he studied the financial statements of 
this corporation? What did one see that the others failed to recognize? 
Were their viewpoints divergent or were their analyses, although inher- 
ently qualified by experience and knowledge, fundamentally the same? 
How competent was each one to analyze these figures? Let us see. 


ANALYSIS OF THE MERCANTILE CREDIT MANAGER 


The first of the four to present this interesting business situation was 
the credit manager of a creditor corporation engaged in producing kraft 
paperboard that was sold extensively to manufacturers of cartons and 
containers. The Folding Carton Corporation had been an active buyer of 
this particular kraft paper for the past 8 years. Kraft paper is customarily 
sold on terms of 1 per cent discount in 10 days, net 30 days. Payments 
made by the Folding Carton Corporation for its purchases from this con- 
cern over the 8 years had run from strictly prompt to 60 days slow. The 
discount of 1 per cent had rarely been taken. At the time, payments were 
running about 20 days slow. The credit manager had set a line of $100,000 
for the account; in view of the current slowness he was anxious to discuss 
his interpretation of the case with someone outside his own industry. Was 
credit of $100,000 too high, should it be reduced moderately or substan- 

32 
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tially, or should the line of credit be completely eliminated? There was no 
question of extending greater credit! 


Basis of Line of Credit 


It was early in March when the credit manager of the kraft-paperboard 
manufacturer dropped in to review the “‘case.’”’ The annual report to the 
stockholders of the Folding Carton Corporation as of the preceding 
December 31 had arrived that very morning. The financial statements in 
that corporate report were also new to the credit man, as he had not seen 
the report. 

The existing credit line of $100,000 had been in force approximately 
3 years. It had been confirmed each successive year, based partly upon 
the favorable experience with the account even though payments had 
been more than occasionally slow, and partly upon a yearly review of the 
financial statements. The last balance sheet that the credit manager had 
studied was now 1414 months old. These figures appear in the column 
marked B in the comparative tabulation shown in Schedule 1 on page 38. 

At the end of year B, the corporation had a tangible net worth of 
$1,643,453, of which $1,523,720 was represented by the investments in 
real estate, plants, machinery, and equipment, net after accumulated 
depreciation. The concern was certainly a representative business enter- 
prise. The current assets totaled $769,603 and the current liabilities 
$560,063, leaving a net working capital of $209,540. In addition to the 
current liabilities, there was outstanding $732,670 of 5 per cent deben- 
tures, due 12 years in the future. A loss of $161,446 had been assumed on 
operations for the year. All in all, the financial picture was not exactly 
bright. As will be shown in later chapters, the investment in fixed assets 
was obviously top-heavy, the net working capital was light, and the 
funded debt was excessive for sound operations. However, in view of the 
fact that the account had been a profitable and a steady customer of the 
kraft-paperboard manufacturer for a number of years, the credit manager 
had decided to continue the established line of credit. 


Review of Current Figures 


Here was the current corporate report to stockholders containing the 
recent fiscal figures. What did they show? What changes had taken place 
in the financial picture during the intervening 12 months? So that the 
changes in the various items in the assets and liabilities from one year to 
another could be readily observed, the current figures were posted in 
column A on the comparative statement blank, beside the figures for the 
two preceding years. 
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It was now clearly evident from a casual glance at these comparative 
figures that a material improvement in the financial condition of the cor- 
poration had taken place during the preceding year. Net profits after all 
taxes had amounted to $200,614 and had been kept entirely in the busi- 
ness. No dividends had been declared or paid. The current assets had in- 
creased from $769,603 to $852,960, and the current liabilities had been 
reduced from $560,063 to $390,891, providing a splendid increase in the 
net working capital to $462,069. The outstanding 5 per cent debentures 
showed a nominal decrease. 

After this very brief and incomplete review of the comparative figures, 
the mercantile credit manager felt quite reassured. If the corporation had 
been entitled to a credit line of $100,000 on the figures that were now 1444 
months old, the business was surely entitled to at least the same line of 
credit on the basis of the improvement made during the past year and on 
the change from an operating loss of $161,446 to a net profit of $200,614 
between the 2 years. The credit manager was, of course, assuming that his 
decision of a year ago had been sound, which might or might not have 
been the case. This brief study of the figures strengthened his confidence 
in his earlier judgraent, and he went on his way with a light heart, com- 
pletely reassured. 


Desirability of Supplementary Information 


Any thorough analysis of the fiscal figures for year A would certainly have 
involved an attempt to obtain additional essential information. The inter- 
pretation of the credit manager, as far as it went, was superficially reason- 
able; it certainly skimmed the surface. He had made no attempt to apply 
the X ray and get beneath the surface. No blood count had been made. 
No blood pressure had been taken. A great deal of vital information was 
needed for a basic understanding of the financial condition of this enter- 
prise; that information, if obtained, would then need to be carefully 
studied and analyzed. For example, in spite of the top-heavy investment 
in land, plants, machinery, and equipment, additional funds had been 
invested in these assets during the past year. Normally during the year 
the valuation would have declined to the extent of the depreciation 
charges less capital funds spent for nominal improvements. The net 
depreciated value of these fixed assets, however, had actually expanded 
from $1,523,720 to $1,654,880. What policy had motivated this change? 
Such information might well have a vital bearing upon the analysis of the 
figures. 

Did the plans of the operating management include any additional 
expansion in fixed assets during the current year? If not, that was fine. 
If such expansion was planned, why was it contemplated in the light of 
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the still strained financial condition, and could it be postponed? If it could 
not be postponed, how large an expenditure would be involved in carrying 
out the unfinished expansion program? This information was vital for a 
sound analysis of this corporation. 

Miscellaneous receivables, which had been carried at $219,708 in year 
C and at $190,430 in year B, had been reduced during the last fiscal year 
to $23,629. What did this item represent on each of these balance sheets, 
and what was the explanation of this very desirable and expedient de- 
crease? Were any substantial loans contemplated which might again in- 
crease the miscellaneous receivables unduly? Could any additional por- 
tion of the receivables due from officers and directors, carried at the not 
very insignificant figure of $395,889 in year A, be collected during the 
current year? Here were fundamental questions to be answered as a basis 
for any sound interpretation of the figures. 

The careful analysis of balance sheets often involves a clear knowledge 
and understanding of the financial policies of the operating management, 
as these policies may result in rapid and radical changes in the financial 
condition of a business enterprise. These matters were of little interest to 
the credit manager. If he had considered them of sufficient importance, 
he would have requested explanations from the treasurer of the debtor 
corporation. In some cases the information would have been freely given. 
In other cases it would not have been made available. If the information 
had not been given, that very policy would then have had to be evaluated 
by itself as a favorable or an unfavorable piece of information. What 
reason could a management have not to answer such reasonable questions 
fully, especially to a large creditor? Absolutely none. 


ANALYSIS BY THE COMMERCIAL BANKER 


This manufacturer of patented folding cartons maintained depository 
accounts and obtained credit from three commercial banking institutions. 
The respective lines of credit granted by these three banks ranged from 
$200,000 to $300,000. The experienced lending officer of a commercial 
banking institution operates in a somewhat different manner from the 
credit manager of a commercial or industrial concern. He handles a much 
smaller number of accounts. The importance of these accounts, the fact 
that the banker is rarely very pressed for time, and the fact that he 
invariably insists upon obtaining more complete information over the 
years have resulted in a technique whereby he generally secures compre- 
hensive information to assist him in analyzing his accounts. This effective 
policy on the part of bankers has evolved over the years since James G. 
Cannon in 1895 remarked that, a large number of bankers ‘‘through fear 
of offending their customers, or because of severe competition, . . . have 
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refrained from requesting the information, when they were clearly entitled 
to receive it.”’! Such days of the mauve decade have long since passed. 

Two weeks after the interesting visit from the credit manager of the 
kraft-paperboard manufacturer, a vice-president of one of the three de- 
pository banks met with the author to examine the financial condition 
of the Folding Carton Corporation from the viewpoint of the lending 
banker. His viewpoint was somewhat more fundamental than that of the 
mercantile credit manager. Instead of the rather concise annual corporate 
report to stockholders, which had contained only the balance sheet and a 
very condensed income statement, the banker had obtained the complete 
audit, a report about 4 inch thick consisting of 46 pages, with full sup- 
porting information for every item in the balance sheet, a detailed income 
statement, and a full reconciliation of surplus. The questions outlined in 
the preceding paragraphs, which had appeared to be casual, or of only 
passing interest to the credit manager in analyzing the figures, had been 
of such considerable importance to the banker that he had already dis- 
cussed them fully with the treasurer of the corporation. This is what he 
had learned: 


Analysis in the Light of Supplementary Information 


The increase during the year from $1,523,720 to $1,654,880 in the net 
depreciated value of the real estate, plants, and equipment had resulted 
from extensive expenditures to bring the plants to a state of reasonable 
competitive efficiency. That program was only partially completed. Ap- 
proximately $200,000 more would be expended during the current year 
to finish this program. From a long-term viewpoint, the plans were un- 
doubtedly logical but such expenditures would certainly result in an added 
financial strain for several years. The management had fallen down in the 
years immediately preceding by not keeping the plants up to operating 
par by moderate expenditures each year. This growing problem had 
passed unnoticed until operating costs higher than competitors’ had 
brought the sudden realization of basic past errors. 

The decrease in the miscellaneous receivables from $190,430 to $23,629 
during the year had resulted primarily from the anticipation of the receipt 
of $150,000 from a corporation to which a Pacific coast plant had been 
sold 6 years earlier. According to the original terms of sale, the purchase 
price of this plant was to have been liquidated by annual payments of 
$10,000 each year for 9 years, and the balance of $125,000 at the end of 
the tenth year, with interest at the rate of 4 per cent per annum on the 
unpaid balance. The entire unpaid balance of $150,000 had been liqui- 


1 Cannon, James G., ‘‘Losses from Bad Debts,’”’ an address delivered before the 
convention of the New York State Bankers’ Association, Saratoga, N.Y., July 11, 1895. 
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dated during the past year, when a reduction of $5,000 had been offered 
for an immediate settlement. 

The substantial receivables due from officers and directors represented 
friendly loans that should never have been made. Of the $395,889 out- 
standing at the end of year A, $350,000 had been borrowed by the four 
executive officers 8 years earlier to purchase control of a neighboring con- 
cern engaged in manufacturing electrical specialties such as fans, motors, 
and switches. This corporation had become bankrupt 4 years ago and in 
the interim had been operated by a receiver. To all intents and purposes, 
the $350,000 had ‘“‘gone with the wind.”’ When, if ever, and how it would 
be repaid was a deep mystery. This item, the banker was informed by the 
treasurer of the corporation, would not be increased under any circum- 
stances during the current fiscal year, and would be decreased only 
nominally, if at all. 

The fixed assets and the miscellaneous receivables were the two items 
in the comparative balance sheets that had changed substantially during 
the last fiscal year. With full information at his disposal as a result of 
these pertinent explanations, the banker was in a quandary. He had been 
following all developments in the business closely, as any involved pro- 
gram that reduced the net working capital could metamorphose into a 
serious situation with all bank loans frozen. Such a condition could mate- 
rialize from operating losses or from relatively heavy expenditures for 
fixed assets. No chance could be taken on any decrease in net working 
capital. Here was a basic possibility that apparently had not occurred to 
the mercantile credit manager. 

Bank loans had been granted for several years on the note of the corpo- 
ration guaranteed by the four officers and the six other directors. This 
guaranty added moral but no material financial responsibility. In view of 
the added financial strain that would result in the further expenditure of 
$200,000 to fulfill the renovation plan, the banker had begun to feel from 
his analysis that, if he was going to support the management during the 
very crucial period of the next few years, he should be additionally pro- 
tected by any available security. If profits were earned to cover the cost 
of the renovation program while the program was being carried out, the 
first hurdle would be passed. If losses were assumed, the story would be 
very different. 

The existing bank loans could not possibly be liquidated, even during 
the low point of seasonal operations, and some moderate increase in the 
loans might be needed during the peak season of the current year. In the 
light of this discussion, the banker now decided that it would be necessary 
for him to obtain and to study monthly budgeted figures, including 
monthly balance sheets forecast through each month of the current fiscal 
year, to ascertain the progressive changed conditions which would result 
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[Schedule 1] 


FoLpInG CarTON CORPORATION 
Comparative Figures for Years Ended December 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

(OLT3 iene Secor cee Omen ey Chee $ 53,558 $ 141,224 $ 158,596 
INotes Receivables jana mae 32,587 28 , 642 43,601 
Accounts Receivable............ 239,957 193 , 293 227 ,604 
Inventonyanee ee eee a 610,810 406 , 444 423 ,159 
GammnentivAsscistee ae ee ae $ 936,912 $ 769,603 $ 852,960 
Plants and Equipment, Net..... 1,609 , 200 1,523,720 1,654, 880 
Miscellaneous Receivables....... 219,708 190,430 23 , 629 
Due from Officers and Directors. 446 ,374 429 ,289 395 , 889 
Prepaidekixpensesi ae anne Ace 24 ,466 23,144 25,302 
ARreasurnya Stocks ee 9,400 9 , 400 19 , 400 
(OOdEW AlIPAMr ate ere Mame etees 1 1 if 

TOTALS eee Map $3 , 246 ,061 $2,945 , 587 $2,972,061 

LiaBILITIES 

DuetorBanks ace one ee eo OF O00, $ 275,000 $ 120,000 
Accounts Payable.............. 197,610 133 ,938 105,214 
Mecruals ots eter ete se ee 41,559 74,994 63 ,096 
Reserve forvl axes se. ass a sees 22,792 23,111 49 ,861 
IMberesteACCrUCG mr ere 45 ,400 43 ,020 42,720 
Cur. Maturity 5% Debentures. . 10,000 10,000 10,000 
Cunnent I nabiliives: se ee $ 687,361 $ 560,063 $ 390,891 
BY, IDI OVNI ode pAlb oka aowee 744 , 400 732,670 127 ,302 
IMT LEATHER os oa $1,431,761 $1 , 292 , 733 $1,118,193 
5% Cumulative Preferred Stock . 372 ,300 372 ,300 372,700 
Commont Stock ieee herr eee 614,900 614,900 614,900 
lseicavere| Siglo Oe oe eee han 827 , 100 665 , 654 866 , 268 

PO MAT is ee Nit ei ara ten $3 , 246 ,061 $2 ,945 , 587 $2,972,061 
Net Working Capital............ $ 249,551 $ 209,540 $ 462,069 
CURA DM AONOO kha AO nots atendo.00 1536 1.37 2.18 
Tangible Net Worth............. $1,804,899 $1 , 643 , 453 $1,834, 467 
INet Salesteecersce eee eer, ee $3 , 212,164 $2 , 846 ,978 $3 ,177 ,128 
INetERrofits* ese. eee (L)136 ,662 (L)161 , 446 200 ,614 
Dividendsen. oh, eis err ey teas None None None 


from the contemplated program and the possible need for greater bank 
support. If aggregate bank loans in excess of $600,000 would be required 
during the year, probably a field warehousing arrangement should be set 
up and the warehouse receipts pledged as additional security to the banks. 
The banker would know better after he had obtained and studied the 
budgeted figures. 
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ANALYSIS BY THE STOCKHOLDER 


Two days later, while commuting on the train in the evening, a neighbor 
of the author sat down beside him. After glancing hastily at the headlines 
of his newspaper, he put it aside and took an annual corporate report from 
his pocket. That report had been issued by the same manufacturer of 
patented folding cartons; it was the same corporate report that had been 
studied a few days earlier with the mercantile credit manager. The neigh- 
bor explained that he owned 200 shares of common stock in the corpora- 
tion, which he had purchased 6 years ago at $18 per share and which was 
now selling at $10 per share. When he had purchased the stock, quarterly 
dividends of 25 cents per share were being paid, but during the last 4 years 
no dividends whatsoever had been disbursed. Dividend arrears were even 
accruing on the moderate amount of outstanding 5 per cent cumulative 
preferred stock. As a stockholder, and a not very experienced financial 
analyst, he had been studying the figures in the report to determine 
whether he should continue to hold or sell the stock. 


Interest Concentrated on Earnings 


In the rather hurried manner so typical of the commuting stockholder he 
scarcely glanced at the pages containing the balance sheet and the message 
to stockholders signed by the president, concentrating his attention on the 
study of the final figure in the income statement, the amount of the net 
profit for the year. This financial statement disclosed a final net profit, 
after all charges including taxes, of $200,614, or $1.47 per share after 
deducting the dividend requirements on the outstanding 5 per cent cumu- 
lative preferred stock. This showing was quite impressive, especially when 
compared with the loss of $1.46 per share of common stock that had been 
sustained in year B, and the loss of $1.25 per share for year C. My friend 
now asked if it wouldn’t be worth while to hold such a stock, as the trend 
from a loss of $1.46 per share to a net profit of $1.47 per share was cer- 
tainly in the right direction. ‘‘Moreover,” he added, ‘‘the stock 1s now 
selling at less than eight times earnings,” in a voice as though that fact 
confirmed his assertion. Then, in a more open-minded manner, he asked, 
“Have you ever heard of the Folding Carton Corporation?” 

I am no E. H. Harriman, William Rockefeller, or Mike Meehan! What 
a security will bring in the market at some time in the future is a mystery 
that has defied the analysis and intelligence of all except a few insiders, 
since the days when the agreement that organized the New York Stock 
Exchange was signed beneath the buttonwood tree in 1792. Fortunately, 
although there was no categorical answer to the query, the important 
changes that had taken place in the balance sheet during the preceding 
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fiscal year could be described; he could be told that the financial condition, 
although somewhat improved, was still noticeably unbalanced, that the 
program for bringing all plants to competitive efficiency would strain the 
financial condition more during the present year but improve the possi- 
bilities of earning larger profits sometime in the future. All this, however, 
was on the assumption that the corporation would not become financially 
involved in the meantime. From this brief but pointed description of what 
was going on, my investing neighbor would have to draw his own con- 
clusions. The problem of analysis was a considerably more complicated 
matter than a superficial comparison of net earnings or losses from one 
year to another.’ 


Absence of Analysis of Financial Statements 


Too many stockholders, investors, and speculators unfortunately analyze 
figures in this rapid and rather irrelevant manner. If they own or con- 
template the purchase of bonds or debentures, they are primarily, and 


2 Net profits of business enterprises from one year to another are not the absolute 
figures which the layman is prone to consider them. George O. May explained the 
relativity of this net profit figure that appears in audited reports in a lecture ‘“‘The 
Accountant and the Investor,” given at Northwestern University, Chicago, on 
Jan. 11, 1932: ‘“‘In the case of the annual report the primary responsibility for the 
financial statements submitted to shareholders rests with the officers and directors, 
and the function of the accountant is to advise the shareholders whether, in his 
opinion, the statements so submitted fairly present the position of the company and 
the results of its operations. The investor has the right to assume that the figures, 
let us say, of earnings, presented by an accountant in a prospectus represent the 
accountant’s own best judgment of the results for the period which they cover. In 
the case of similar figures appearing in the annual report of a corporation, not quite 
the same assumption can properly be made. In this case, the figures should repre- 
sent the best judgment of the officers and the directors—a judgment, however, which 
the auditor either concurs in or regards as being within the reasonable limits of a 
legitimate difference of opinion, unless the contrary is indicated by his certificate. . . . 
Often, perhaps usually, the accounts presented in an annual report are the results of 
discussion between the officers or directors of the corporation and its independent 
auditors, and represent their combined judgment. But the representatives of the 
corporation, on the one hand, and the accountant, on the other, may not entirely 
agree, and in such a case the accountant can properly accept the judgment of the 
corporation’s representatives if he is satisfied that it is honestly formed and inherently 
reasonable. Suppose, for instance, the question to be what provision for depreciation 
is required ; and suppose that the directors, if left to themselves, would consider a 
provision of $50,000 as adequate, while the auditor would favor the provision of 
from $80,000 to $100,000. The directors may agree to provide $70,000 if thereby 
they can secure the auditor’s unqualified certificate to the accounts. For the pur- 
poses of an annual report, the auditor would be quite justified in accepting this solu- 
tion, perhaps saying in his certificate that the provision made is reasonable. But if 
he was preparing figures for a prospectus, the sole responsibility for which would be 
his, he would be bound to give expression to his own final judgment, though in reaching 
that judgment he would naturally give full consideration to the views of the company’s 
representatives.’’—May, Grorce O., Twenty-five Years of Accounting Responsibility, 
1911-1936, Vol. I, pp. 6-7 (American Institute Publishing Co., Inc., New York, 1936). 
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often solely, interested in ascertaining how many times the interest re- 
quirement is earned; if they own or contemplate the purchase of stocks, 
they are substantially interested in learning what the earnings are per 
share on the various issues of outstanding stock. Whether the financial 
condition of the corporation is healthy, unhealthy, or affected by a touch 
of jaundice—a situation which the mercantile credit manager and the 
banker investigate in various manners and in widely different degrees of 
individual thoroughness—is too rarely of real interest. Occasionally cor- 
porations, even though their figures show yearly earnings, simultaneously 
are headed downhill for the crash of bankruptcy. This fact is often recog- 
nized by a little more fundamental analysis of the relationship between 
strategic items in comparative yearly balance sheets. 

It is the unusual annual report to stockholders that contains sufficient 
information for a comprehensive financial analysis. That is why wide- 
awake creditors require more basic supplementary information. The 
thoroughgoing technique of the banker in obtaining this information 
particularly exemplifies the care used in a complete analysis. The need for 
this essential information never entered the head of the stockholder. He 
was too inexperienced, too much an amateur in the game of utilizing 
figures to the greatest possible advantage, to understand their limitations 
and their inadequacies. 


ANALYSIS BY THE TREASURER 


Finally, to make this coincidence complete, after a week had passed the 
treasurer of the Folding Carton Corporation came in. He had no idea that 
the author was familiar with his business. He came in to discuss the prac- 
ticability of his long-term financial program for placing the corporation in 
a gradually but steadily improving financial condition. Here was a person 
who was in a position different from that of any of the other three men 
who had explored the affairs of this enterprise, each in his individual way ; 
the treasurer had the maximum amount of operating, financial, and 
supplementary information. 

The credit manager, who should have sought more facts, had very 
limited information; the lending banker had obtained full details on those 
particular points that had seemed essential to him when analyzing the 
figures; the stockholder had failed to take advantage of even the limited 
amount of available information and had given not even a passing thought 
to obtaining the additional facts necessary to draw reasonable conclusions 
from the available figures. The treasurer, with the full information, was 
making a basic analysis to determine financial policies. Was the business 
in satisfactory financial shape? If not, why not, and what should be done 
about it? If the business was in satisfactory financial shape, what policies 
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should be set in motion that would improve even that condition? His 
interest was from the long-term viewpoint of obtaining the maximum of 
net profits over the years, not the maximum of immediate profits, the 
shortsighted policy that has been the ruin of untold thousands of business 
enterprises. 

The treasurer was forty-six years of age, sincere, hard-working, con- 
scientious, and capable. His entire business career had been spent with 
this corporation. He had entered its employ when he had graduated from 
college 24 years ago and here he had remained, gradually receiving in- 
creased responsibilities as he had grown with the business. For 6 years he 
had held his present office. Although the treasurer was most conscientious, 
this background of many years of experience had not of necessity trained 
him to meet all the problems with which he might be confronted..He was 
faced with decisions on problems that he had never had occasion to study. 

By now the financial background of this particular corporation was 
quite familiar to the author, who listened while the treasurer outlined 
what was on his mind. The analysis in this case was not difficult, but some- 
times it is hard to present the basic conclusions of an analysis to a busi- 
nessman, even to a treasurer, who often has preconceived ideas based upon 
rarefied generalities rather than on experience or genuine knowledge. To 
crystallize the situation, the visitor was asked what proportion of the 
tangible net worth of a manufacturer of paper cartons should normally be 
invested in fixed assets, that is, in the net depreciated value of real estate, 
buildings, machinery, and equipment. After a moment or two of cogitation 
he pointed to the item of $1,654,880 in the balance sheet of year A and 
explained that the management had plans to spend $200,000 more, to- 
gether with earned depreciation, to bring the plants to top efficiency 
during the current year; that would make a total of approximately 
$1,850,000, which he believed was necessary for proper operations. That 
was not a direct answer. The question called for a normative answer; the 
reply was nothing but a statement of the existing and the contemplated 
conditions in this particular enterprise. 


Fixed Assets Heavy 


The last fiscal balance sheet showed a tangible net worth of $1,834,467. 
This figure represented the sum of the outstanding 5 per cent cumulative 
preferred stock carried at $372,700, the common stock of $614,900, and 
the earned surplus of $866,268, less the two intangible items in the assets, 
treasury stock carried at $19,400 and good will at $1. When the recondi- 
tioning program was completed the corporation, if operations in the mean- 
time had been conducted on a break-even basis, would have slightly more 
than its entire tangible net worth invested in fixed assets. That was cer- 
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tainly an excessive proportion, as the typical concern in this field has 
approximately 50 per cent of its tangible net worth invested in fixed 
assets, and in many cases the proportion is below 3314 per cent. Here was 
the basic trouble with this corporation. The center of gravity was too 
high. The plant investment to allow a normally healthy financial condi- 
tion for a corporation of this size should have been in the neighborhood of 
$920,000. The actual investment in fixed assets was top-heavy and, 
according to plans which were being carried out, the investment in these 
assets was going higher. 


Funded Debt Heavy 


A mistaken policy of expansion had been pursued 8 or 10 years ago when 
the last plant had been erected. Sufficient funds had not been invested in 
the corporation at that time to support such an expansion program; as a 
result, the business had been continuously cramped for net working capi- 
tal. In fact, there would have been no net working capital over the years 
if there had not happened to be outstanding an issue of 5 per cent deben- 
tures, amounting to $727,302 on the last fiscal balance sheet. As will be 
shown later, the financial condition of commercial and industrial concerns 
is extended when the net working capital is less than the amount of any 
outstanding funded debt. At the end of year A, the net working capital at 
$462,069 was 36.5 per cent less than the amount of the outstanding 5 per 
cent debentures. 


Net Working Capital Light 


Under the existing program of expansion, an increased volume of business 
would need to be obtained to keep the machinery in full operation. An 
increased volume of sales would necessitate the carrying of a larger raw- 
material inventory and larger receivables which, in turn, would mean 
more borrowings, if possible, from depository banks. In the meantime the 
net working capital would shrink to an amount equal to the difference 
between the additional $200,000 to be put into fixed assets and any net 
profits earned during the year plus depreciation. In other words, the 
financial condition was going to become more strained during the next 
year or two under the contemplated program, rather than less strained. 


Alternative Policies for the Management 


The management was gambling on the future. If net:profits were earned 
the funds would need to be kept in the business for many years to improve 
the condition gradually; no dividends could be declared to stockholders 
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under a sound financial policy. Net profits, however, were not assured, as 
the income account would be overburdened from a competitive viewpoint 
with depreciation charges on the top-heavy investment in plants and 
equipment, and with the interest charges on the outstanding debentures. 
In other words, most competitors would be operating with smaller depre- 
ciation charges and with no interest costs on funded debt. If little or no 
profits were earned to reduce the bank debt, the bankers might feel that 
it would be necessary to take hold, that is, to put new management in the 
enterprise for the express purpose of liquidating the bank debt in any and 
every possible manner. Moreover there was a distinct possibility that 
with increasing loans necessary during the current season, the banks might 
insist on additional collateral to protect their loans. The outlook was quite 
clouded. 

As these matters were considered step by step, the treasurer clearly 
understood the reasoning in this analysis. The receivables were in good 
shape, the inventory had been kept down to the lowest possible level, and 
the current liabilities fluctuated primarily with the amount of bank bor- 
rowings. The fundamental problems of this business could be traced to 
the single decision of overexpansion with insufficient capital funds, which 
had occurred 8 years or so ago. 

It now became a matter of deciding upon the policy for the immediate 
future. What could be done, if anything, to ease the situation? Four 
different policies could be followed. First, an attempt might be made to 
raise at least $400,000 additional capital from the stockholders to be in- 
vested in the business and be represented by some type of prior preferred 
stock. Second, an attempt might be made to sell one of the plants, and any 
cash funds obtained in this manner could be used to increase the net work- 
ing capital. Third, the present policy of renovation, involving the addi- 
tional expenditure of $200,000, could be immediately discontinued. 
Fourth, the present management policy of bringing the plants up to the 
minute could be carried out with the full knowledge that such a policy 
was gambling on the future and that the business might become bankrupt 
if a high level of sales was not obtained at a profit during this period. 


RECAPITULATION 


This problem illustrates how four men in possession of varying amounts 
of information analyzed the annual financial statements of the same busi- 
ness enterprise, each from a somewhat different viewpoint, and each with 
a different background of financial knowledge and experience. The 
treasurer, with complete information at his disposal, was trying to make 
the most fundamental analysis. Many men in similar positions have 
lacked adequate knowledge and qualified experience to arrive at sound 


VIEWPOINTS TOWARD ANALYSES 45 


conclusions based upon the logical analysis of figures. This particular 
treasurer was interested in determining the policies that would improve, 
if possible, the financial condition of his corporation in the long run. The 
banker, in his analysis, was interested in ascertaining whether his exten- 
sion of short-term credit was fundamentally sound, whether it was ade- 
quately secured, and whether any changes might take place in the condi- 
tion of the business during the current year that might jeopardize the 
soundness of his loan. The mercantile credit manager, who in this particu- 
lar case was somewhat less thorough, was interested in continuing his line 
of credit, but with no undue risk of loss. The stockholder, with no infor- 
mation at his disposal except the annual corporate report to stockholders, 
lacked the background to make any real analysis. If his interest had been 
substantial, a condition that occurs whenever control of a business enter- 
prise is purchased, the analysis would have been made on the basis that 
the investment would be a continuing one for a number of years. Such a 
viewpoint would have been similar to that of the treasurer who was con- 
cerned with both earnings and financial strength. 

A fundamental analysis of the financial statements from the viewpoint 
of the treasurer would have served the banker, the mercantile credit 
manager, and the stockholder, but rarely do these individuals have the 
complete information at their disposal to make such a thorough, inde- 
pendent analysis. Moreover, the credit manager, who handles from 100 to 
5,000 accounts, often lacks the time to study his accounts in an intensive 
manner, except those few to which large lines of credit have been accorded 
and those that give clear evidence of weakness. On the other hand, the 
lending officers of commercial banking institutions and mercantile credit 
managers are often more experienced in the interpretation of figures 
than the treasurers of business corporations, as it is a part of their every- 
day livelihood to be able to analyze financial statements conclusively. 

The interpretation of financial statements, no matter from what point 
of view, is the same provided the analyst has obtained full essential infor- 
mation, provided he is qualified to make the analysis, and provided the 
analysis is basic and thorough. Whether the analyst is a business execu- 
tive, a commercial or investment banker, an investor, a speculator, a 
business counselor, a mercantile credit manager, or a layman makes no 
material difference. After the basic analysis is made, then individuals in 
different positions will act upon the conclusions of that analysis in different 
ways. 

An analysis might indicate that a particular enterprise is carrying an 
excessive inventory. On the basis of this conclusion a business executive 
might decide the risk is worth while because a shortage of certain raw 
materials is indicated, in his.judgment, by the market. The commercial 
banker on the same analysis might decide that the business executive was 
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overoptimistic, that there probably would be no shortage, and that prices 
might fall. In this situation, he would demand additional security to pro- 
tect his loan. The investor or the speculator might take either viewpoint, 
or he might decide that prices would probably remain stable, and as long 
as the excess inventory was worked off during the next 10 or 12 months, 
it would make no material difference one way or the other. The business 
counselor might agree with the banker that a business enterprise should 
never carry excessive inventory and would advise that it be reduced to a 
reasonable level as rapidly as possible without disturbing normal opera- 
tions. The mercantile credit manager, who is passing on the credit for the 
sale of that merchandise on 30- or 60-day terms, probably would decide 
that he was taking no risk for such a short term, but that he might well 
look the account over carefully in 6 months or so. The fact that the inven- 
tory was heavy should have been recognized by each analyst, but after 
that recognition was established, conclusions drawn from the same fact 
would vary. 

In this volume balance sheets and income statements will be analyzed 
in cases where no supplementary information, supporting data, or segre- 
gation of important items is available. In other cases, the help and light 
thrown on situations by pertinent supplementary information and ex- 
planations of changes in balance sheet proportions between successive 
years will be utilized. 


THEORY AND PROBLEMS 


1. If a thorough, comprehensive analysis of comparative figures were made by several 
different individuals, would there be appreciable differences in the analyses? 
Explain your answer. Would there be differences in their respective viewpoints? 
Explain your answer. 


2. In what two ways are analyses by different individuals fundamentally qualified? 


3. Describe the viewpoint of a mercantile creditor toward an account where his 
extension of credit is (a) relatively small, (b) relatively large. 


4. Is a commercial banker likely to analyze a risk more or less thoroughly than a 
mercantile creditor? Explain. 


5. What financial information interests the typical stockholder in analysis? Is such 
an interest fundamental? If you were a stockholder would you make a more 
thorough analysis? 


8. Who is likely to have the most comprehensive information, including supple- 
mentary facts, up-to-date knowledge of operations, and policies? Should such an 


individual be able to make the most logical analysis? Is he generally able to do so? 
Why? 


7. Compare briefly the viewpoints toward the same business concern of (a) a mercan- 
tile creditor, (6) a commercial banker, (c) a stockholder, and (d) a financial execu- 
tive of the business, 
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8. Commercial bankers extend credit to commercial and industrial business concerns 
on many different bases: unsecured, against trust receipts, warehouse receipts, 
assigned accounts receivable, discounted notes receivable, the pledge of life insur- 
ance policies, and the pledge of securities or properties. Should the fact that a 
banker may grant credit in these different ways affect his analysis of the financial 
condition of a prospective borrower? 


9. In this chapter analyses of the affairs of the Folding Carton Corporation were 
made by a mercantile credit manager, a commercial banker, a stockholder, and 
the treasurer of the company. State briefly the high lights of each analysis. 


CHAPTER III 


Desirability of Supplementary Information 


The aggregate of credit information obtained regarding any business 
enterprise falls into three divisions. These divisions of information, even 
if logical, are somewhat arbitrary. This classification applies as well to a 
business concern where the owner is carefully laying a basis for a fraudu- 
lent failure as to a business enterprise that is legitimate according to all 
recognized standards; to a general country store selling merchandise 
locally and to a $500,000,000 corporation engaged in the manufacture 
of automobiles, trucks, refrigerators, and electric-light systems through 
a galaxy of subsidiary organizations, and then the distribution of these 
products in every state in the Union and in foreign countries through- 
out the world. These three helpful, if absolute, divisions of credit informa- 
tion are (1) antecedent information, (2) investigational facts, and (8) 
financial information. What is the exact field of each of these divisions 
of credit information and why do they tie in with the analysis of financial 
statements? 

Antecedent information covers the complete business record of each of 
the men who compose the operating management of a business, and of the 
owners if they are not included in the active management in the case of 
all except large corporations, their age, whether they are married or un- 
married, and, if they have children, the number, sex, and age of the chil- 
dren. It also includes information as to whether each of these individuals 
had previously been employed by others, if so by whom and in what 
capacity; whether they had previously been in business on their own ac- 
count and where; the lines of business activity in which they had formerly 
been employed or had operated; the department that each is now handling 
of the particular business under scrutiny; his particular experience in that 
division of business activity; and a detailed historical record of the busi- 
ness enterprise itself. If the record of any of these individuals involved 
fires or failures, full information regarding the surrounding circumstances 
is absolutely essential; and if any have been involved in failures, how 
much on the dollar was paid to unsecured creditors in each case. Accurate, 
comprehensive information on all these points is essential background for 
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practical credit analysis. There is no system that will provide this informa- 
tion automatically ; it is obtained by bankers, mercantile credit men, and 
the trained reporters of mercantile credit agencies, all of whom realize the 
deep significance of comprehensive antecedent information, by digging 
deeply and by being ever alert. 

Investigational facts cover the relative information obtained from de- 
pository banking institutions, from lending agencies of the Federal govern- 
ment, from finance companies and factors, occasionally from insurance 
companies that have granted term loans, and from mercantile trade circles. 

From banking quarters there would be developed the approximate size 
of the average balances that had been maintained during recent months, 
whether checks had been drawn on uncollected funds, whether checks had 
been returned because of insufficient funds; whether the concern was or 
was not borrowing at the moment, if so, how much, and whether on a 
secured or on an unsecured basis. If borrowings were on a secured basis, 
then it would be extremely pertinent to ascertain whether this security 
consisted of real estate mortgages, stock exchange collateral, cash sur- 
render value of life insurance, warehouse receipts, trust receipts, assigned 
receivables, discounted notes receivable, assignment of claims under a 
government contract, or some other form of security. It would also in- 
clude the candid regard, based upon his direct relationship, that the 
banker who handled the account had for the management of the par- 
ticular business enterprise under consideration. From lending agencies 
of the Federal government, from finance companies and factors, there 
would be developed the size and fluctuations in borrowings and the nature 
of security pledged to secure the loan; in case of a term loan, the yearly 
installment payments to maturity would also be ascertained. 

The trade investigation would cover the multitude of facts that are 
obtained from merchandise suppliers such as recent high credit, amount 
owing, amount past due, if any; whether payments are discounted, 
prompt, or slow, and if slow, how many days slow; whether notes are 
given to close out past-due accounts, whether unearned discounts are ever 
taken, whether, in the parlance of the market, the management is likely 
to welch on orders or contracts in a falling market. While this information 
might just as well be written in Sanskrit for the uninitiated, it is vital 
information to the skilled credit analyst. 

Financial information would cover all available financial facts. These 
facts might consist in an extreme case merely of a rumor that a concern 
had an investment of a certain amount of money, $10,000, $100,000, or 
$500,000. At the other extreme, a $100,000,000 corporation with 103 
active subsidiaries might readily furnish detailed annual audits with indi- 
vidual and consolidated balance sheets of the parent company and all 
subsidiaries, income statements, reconciliation of surplus in all instances, 
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explanations of all unusual items, breakdowns of merchandise and receiva- 
bles, explanations of changes in proportions between items, and full ex- 
planations of all intercompany loans and merchandise transactions. 

In other words, financial information constitutes only a part of all the 
data that are utilized, studied, and analyzed in the determination of the 
soundness of the credit risk of a commercial or industrial business enter- 
prise. Analyses of financial statements can be made without supplemen- 
tary information, but the most thorough interpretation of financial infor- 
mation often can be made only when a considerable amount of these 
pertinent supplementary data have been obtained. The appreciation of the 
full significance of antecedent information, investigational facts, explana- 
tions ef unusual balance sheet items, and changes in proportions between 
items in comparative financial statements is far more widespread in com- 
mercial banking credit and mercantile credit circles than in investment 
banking and investment circles.! The pertinent supplementary informa- 
tion may be summarized very succinctly as follows: 


1. Antecedent information and investigational facts which tend to give a view- 
point toward the analyses of financial statements; that is, which tend to indicate 
whether a particular financial statement is: 

a. An incorrect representation dishonestly made. 

b. An honest representation incorrectly made. 

c. An adequate representation, according to accepted accounting principles 

and practices, honestly made. 

2. Explanations regarding all items in a financial statement which are not clear 
per se and then further explanations regarding the reasons for the increases or the 
decreases in important items at least during the period over which the figures are 
being analyzed. 


Examples of an incorrect representation dishonestly made and an 
honest representation incorrectly made will be found in the following 
pages of this chapter. Many examples of adequate representations, ac- 
cording to accepted accounting principles and practices, honestly made, 
which are characteristic of most financial statements, will be found in suc- 
ceeding chapters. Many examples showing the need of explanatory infor- 


1 “The conference revealed further that, while the New York Stock Exchange was 
accepting these qualified and unrevealing balance sheets, credit men generally real- 
ized their danger and have insisted for a considerable period on balance sheets that 
were not qualified as to ‘collusive fraud.’ The credit men inform us that they have 
been extraordinarily successful in this regard. It appears, therefore, that credit men 
are less gullible and trusting than the investment group in that they demand informa- 
tion more completely verified for their employers than do the investment bankers 
for their clients.”"—From the Report on Conference on Accounting Practice and Pro- 
cedure, dated Jan. 17, 1939, called pursuant to the order of John J. Bennett Jr., 
attorney general of the State of New York, as a result of the fraud perpetrated by the 
management of McKesson & Robbins, Inc. 
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mation of specific items in financial statements and changes in these items 
from year to year will appear in Part III of this volume. 


ANTECEDENT INFORMATION 


The balance sheet of a retail business enterprise that had been in exist- 
ence 18 months disclosed a tangible net worth of $45,230. The president of 
the corporation, over a period of 16 active and interesting years prior to 
the organization of this particular enterprise, had been associated with a 
variety of concerns that had had five fires and four failures. After one of 
the fires, this commercial adventurer had been convicted of arson and 
sentenced to 4 years’ confinement behind massive stone walls; in three of 
the failures, creditors had received less than 20 cents on the dollar. 

Many businessmen are unconsciously prone to overstate their assets 
and to understate their liabilities, particularly if they are operating small 
or moderate-sized concerns. It is so simple to value a piece of merchandise 
just a trifle higher than it should be valued, to purchase a secondhand 
printing press or a used showcase and then give the asset a value on the 
books that is somewhat higher because “it was purchased low and is 
actually worth more than it cost.’’ This viewpoint has been fostered in a 
refined way by appraisal companies,” so it would be very unnatural if 
small enterprises did not follow the same policy to some modest extent. 

An individual with a record of five fires and four failures would be quite 
prone to exaggerate, not unconsciously but consciously, and probably to 
a very marked degree. No one with a practical knowledge of credits would 
attempt to analyze the figures of a business concern under such irresponsi- 
ble management on the same basis as he would analyze the figures of a 
business enterprise that had had a successful operating record of 12 years 
under the leadership of one individual who had had no fires or failures and 
who bore a widespread reputation for probity. The confidence with which 
figures are studied and analyzed depends, in the first place, upon the 
confidence with which the active management of a business enterprise is 
generally regarded. That is axiomatic in the credit world. It is not quite so 
axiomatic in the investment world. 


A Situation with Unfavorable Antecedent Information 


A successful manufacturer of cotton thread recently stated that he had 
been having difficulty in collecting a particular past-due account, and 
described the following situation: Credit for $2,100 had been extended to 
a wholesaler of textile specialties, such as thread, buttons, pins, and 


2 See Chap. VII, ‘‘What Re-appraisals Mean to the Stockholders,” in Are You a 
Stockholder? by Alden Winthrop (Covici, Friede, Inc., New York, 1937). 
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needles, located in Chicago. When the account had been 4 months past 
due and the creditor had been unable to obtain even a partial payment on 
account, a representative had visited the wholesaler to ascertain, if pos- 
sible, the reason for the continued delinquency. The manufacturer then 
went on to explain, ‘‘When our representative arrived at their quarters, 
he found that the concern had moved about 90 per cent of its merchandise 
next door where it was on the premises of a neighbor; the shelves in the 
place of business, when carefully examined, were found to be stacked 
with empty boxes.” 

That credit of $2,000 had been extended on an analysis of a com- 
paratively recent balance sheet that showed an excellent financial con- 
dition. Anyone with a superficial knowledge of everyday practical credit 
technique would have known, however, that the figures were absolutely 
worthless in view of the impaired records of the two partners in that 
business. The balance sheet on which that credit had been so freely and 
innocently granted showed current assets of $38,156.20, a current debt 
of $2,017.15, and a tangible net worth of $36,774.05.* On a casual exam- 
ination, if the concern owed only $2,017.15 it was probably entitled to 
reasonable credit, but hardly to credit of $2,000. 

One partner in that concern, an individual who was only thirty-six 
years of age, had had four failures in which creditors had received 20, 24, 
22, and 28 cents on the dollar. Those failures had been eminently success- 
ful! The other partner was thirty-eight years of age, and, in the course of 
his unique and checkered career, had been involved in one fire and in 
three failures. On the bare record of these two individuals, it was evident 
that the figures were just about as reliable as Cook’s reported discovery 
of the North Pole, and should have been given no passing consideration 
whatsoever, except as a running study in the current technique of per- 
petrating one more mercantile fraud. 

* For legal recourse of a defrauded creditor who has extended credit on the basis 
of a signed fraudulent financial statement, see Arthur E. Fixel, False Financial State- 
ments: Remedies of Defrauded Creditors, 2d ed. (Matthew Bender & Co., Inc., Albany, 
N.Y., 1934). See also Credit Manual of Commercial Laws, published annually by the 
National Association of Credit Management. 

‘The laws of France which were made under the watchful eyes of Colbert (1619- 
1683) were particularly stringent regarding fraudulent bankruptcy. Colbert, who used 
every means in his power to foster French industry and commerce, had no considera- 
tion whatsoever for the fraud. The Code of Commerce of March, 1673, based upon 
years of painstaking investigation, provided the death penalty for a fraudulent 
bankruptcy. Apparently the penalty was not always carried out, as a description has 
come down of the punishment meted out to two such offenders, Jean Francois Le Mer- 
cier and Jean-Baptiste Desues on May 30, 1673. “(Condemned to make the amende 
honorable, the two offenders, clad only in shirts, a cord around the neck of each, a 
placard proclaiming his crimes, fastened to each, and each grasping a lighted torch 
weighing two pounds, were led to the steps of the Palais de Justice. There they were 


made to ask pardon for their sins of God, of the king, and of justice. Then, conducted 
by an executioner, they were led along the rue Saint-Honoré and the rue Saint-Denis 
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The inevitable finally happened, and without much loss in time. Within 
2 weeks after the visit from the representative of the thread manufacturer, 
the partners closed the premises and never again appeared on the scene of 
that action. In military science that would have been termed a successful 
strategic retreat. When the premises were examined the following morn- 
ing, absolutely nothing of value was found. The maximum of possible 
credit had been incurred; when things began to get too hot, the partners 
had double-locked the front door and had disappeared. Trade obligations 
were not confined to $2,017.15; they were actually in excess of $28,400, 
several of the items having been placed in the hands of attorneys for collec- 
tion. Even the landlord was a creditor to the extent of $290. Losses to 
creditors were 100 per cent, no more, no less! Here was an evident case of 
an incorrect representation dishonestly made. 


Antecedent Information Important in Large Corporations 


The fundamental importance of having comprehensive information re- 
garding the records of the members of the management staff and, 
wherever possible, qualified opinions regarding their ability and conscien- 
tiousness as well as their integrity is just as essential with large corpora- 
tions as with small business enterprises. Lightning may not strike quite 
so often on large corporations but when it does, financial statements are 
wrecked beyond all recognition. 

If any creditor, stockholder, or investor in McKesson & Robbins, Inc., 
had had the slightest inkling in 1938 that Frank Donald Coster, for 12 
years the president of the corporation, was actually one Philip M. Musica 
who, many years previously, had been convicted of notorious commercial 
frauds, the annual financial statements over the years would never have 
been accepted with such complete confidence, even though the audits bore 
the signature of an outstanding, nationally recognized firm of public 
accountants. In carrying out this particular calculated fraud, Coster had 
been assisted by his three brothers: George E. Dietrich, assistant treasurer 
of the corporation, who in reality was George Musica; Robert J. Dietrich, 
head of the shipping, receiving, and warehousing department at the home 


to the Croix du Tiroir, where they asked pardon again. Then they were led through 
the rue des Prouaries to the public pillory. There they asked pardon for the third 
time. Later they were attached to the pillory for two hours on each of three market 
days. Finally they were made to pay heavy fines and were sent to the galleys for 
nine years. Savory reports that everyone ‘agreed that the punishment of death would 
not have been so cruel.’ ”’—Coiz, Cuarites W., Colbert and a Century of French 
Mercantilism, Vol. 1, pp. 360, 368 (Columbia University Press, New York, 1939). The 
laws of Catalonia (now the eastmost part of Spain) ‘‘punished by death the money- 
changer who was unable to pay his creditors; an unfortunate changer was beheaded in 
front of his taula (bank) as late as 1360.’’—The Cambridge Economic History of Europe, 
Vol. II, p. 347 (Cambridge University Press, New York, 1952). 
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offices, a strategic department in the perpetration of this fraud, who in 
reality was Robert Musica; and George Vernard, who managed the offices, 
mailing addresses, bank accounts, and other activities of the dummy 
concerns with which McKesson & Robbins, Inc., supposedly conducted 
business, and who in reality was Arthur Musica. 

Of greater importance financially and internationally were the even 
wider ramifications of the International Match Corporation under the 
mysterious and enlightened touch of Ivar Kreuger, and of Allied Crude 
Vegetable Oil Refining Corporation under the management of Anthony 
De Angelis.’ The loss to stockholders of McKesson & Robbins, Inc., 
was approximately $21,000,000, while the losses to stockholders and to 
creditors of Ivar Kreuger’s fantastic creations went into the hundreds of 
millions of dollars, and those of De Angelis’ manipulations in the years 
preceding 1963 to several times that of McKesson & Robbins, Inc. 

These cases illustrate the great importance of correlating adequate 
antecedent information with financial information.* In banking and 
mercantile credit circles the basic importance of antecedent information 
is quite uniformly realized.” Outside these circles, antecedent information 
is less frequently used, for two reasons: first, such information is rarely 
available in other quarters; and second, there is little realization of the 
distinct importance of this type of supplementary information. In this 
volume the financial statements of commercial and industrial business 
enterprises, both small and large, will be analyzed without any ante- 
cedent information. The assumption will be made, however, that if availa- 
ble, the antecedent information would be of a uniformly favorable nature. 


INVESTIGATIONAL INFORMATION 


Information that is developed in banking and in mercantile trade 
quarters occasionally provides a helpful bearing toward the analysis of a 
particular financial statement. This information is not so spectacular as 
the varied escapades of a confirmed business marauder, but it is often 
just as useful. 


Bank Investigation 
Now and then it is learned, for example, that a depository bank is extend- 


° This story is told in great detail in The Great Salad Oil Swindle by Norman C. 
Miller (Coward-McCann, Inc., New York, 1965). 


° Breakdown in the moral hazard plays a prominent part in fraudulent fires as well 
as in planned failures. See Chap. VII in Behind the Scenes of Business, pp. 105-131, 
by Roy A. Foulke (Dun & Bradstreet, Inc., New York, 1953). 

7 The mercantile credit agencies, large and small, general and specialized, are the 
great sources of antecedent information. The Better Business Bureaus, operating in 
July, 1965, in the 120 principal cities in the United States, 6 in Canada, 1 in Puerto 
Rico, 1 in Mexico, 1 in Venezuela, and 1 in Israel, are also valuable sources of infor- 
mation regarding the escapades of questionable characters. 
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ing credit to a commercial or industrial business enterprise only on a 
secured basis, while other concerns in the same line of business activity 
and of about the same size are granted credit freely on their own unse- 
cured promissory notes. Such a situation immediately raises the questions 
“Why is security sought from this enterprise? Why must one concern 
pledge assets for a 3 or 6 months’ loan while others in the same approxi- 
mate category are not required to do so?”’ A background of some business 
routine, knowledge, and experience is needed to answer these questions. 

Once in a great while, a business enterprise in healthy financial shape 
will pledge stocks and bonds as collateral to a loan, not because it is 
necessary to pledge these assets to obtain the loan, but because a lower 
rate of interest may be charged by the banker in extending credit on an 
adequately secured basis than on an unsecured basis. This situation, how- 
ever, is one which only rarely comes to light. 

A second situation occasionally arises when a business enterprise owns 
government securities that have been in the custody of a depository bank 
for safekeeping and for servicing over many years. At some time over 
these intervening years when the financial condition of the concern was 
slightly extended, cash was needed; instead of selling the securities, the 
management pledged them to the bank for a loan. At the time, no loan 
could have been obtained from the depository bank without the pledge 
of these securities. The financial condition has since improved, but the 
earlier outdated arrangement has continued automatically in force. If 
the treasurer of the corporation should discuss this situation with his 
banker, the security would most certainly be released and current loans 
would be granted on unsecured promissory notes. 

A third set of circumstances exists in cases where it is customary in 
certain lines of business activity to pledge security to a bank for a loan, as 
in the importation of foreign merchandise under letters of credit, in day 
loans to an investment banker, and in secured loans to stock exchange 
brokers. These situations are all more or less normal and carry no sus- 
picious implications when financial statements are under analysis. The 
unfavorable situations are of more interest, as they indicate a financial 
condition that appears weak to the commercial banker who is in intimate 
touch with the account, and who feels that, in order to protect the interest 
of the bank, he must obtain adequate security. The mere fact that bor- 
rowings are secured in such cases should confirm the views of the analyst, 
or make him pause if, in his opinion, the figures seemed to represent a 
satisfactory financial condition. 

Implication of Secured Bank Loan. Wood Turning Company, Inc., has 
been in existence 18 years as manufacturers of an extensive line of wooden 
products such as pillboxes, handles, spindles, spools, dowels, buttons, 
moulds, and shooks. The last fiscal balance sheet disclosed what seemed 
to be an apparently satisfactory financial condition with current assets of 
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$128,790, current liabilities of $60,025, and a tangible net worth of 
$105,602. The current assets were slightly more than twice as large as the 
current liabilities and the current debt, in turn, represented a satisfactory 
relationship with the tangible net worth. The annual net sales amounted 
to $315,621, indicating what we shall learn later are attractive turnover 
relationships. 

The current liabilities, however, contained an item of $24,568 due a 
depository bank. This item immediately drew attention as it ended in an 
exact number ‘‘568.” All bank loans, except where some unusual situation 
exists, are made in round numbers. In this case the amount due to the 
bank would normally have been $24,500 or $25,000. An explanation was 
sought. That explanation centered around the fact that the bank loan was 
secured. Instead of granting the loan on the customary unsecured promis- 
sory note basis, the banker has extended credit on assigned accounts 
receivable. What was the reason? Why did the banker not consider the 
account a safe loan on the typical unsecured basis? Why did he insist upon 
some kind of security? 

A friendly interview gave the answer. Of the current assets, $73,212 
represented inventory. An inventory of this size without additional infor- 
mation was a little large. The banker explained that of this inventory, 
$36,000 represented one order for wooden handles of a very specialized 
design that had been manufactured during the preceding year for a con- 
cern that had become bankrupt just prior to the time the order was com- 
pleted and ready for delivery. No prospective purchaser had since been 
found for these handles. If a purchaser could be located during the next 
few months, probably the handles could be sold at only a moderate loss 
or possibly with a moderate profit. If a purchaser could not be located 
shortly, the handles would have to be disposed of as secondhand merchan- 
dise and a very substantial loss would be assumed. The banker was 
anxious to see how this situation turned out before granting unsecured 
credit. 

In a situation such as this, the analysis is thus tied up with intimate 
knowledge of the exact operations of the business enterprise. Information 
of this confidential nature is at times known to the analyst; at other times 
it is not available. The skillful analyst would probably have elicited the 
information from the management, if he had not visited the banker, by 
seeking an explanation as to why the inventory was somewhat heavy. 


Trade Investigation 


Time and time again, a casual study of a balance sheet has seemed to dis- 
close a fairly satisfactory condition, but a review of the results of a current 
trade investigation has shown that a substantial portion of payments 
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was running slow. Here is a danger signal never to be overlooked. If the 
figures were actually as sound as they seemed to be, there could have been 
no slow payments unless the bookkeeper had gone to sleep on his job. 
Sometimes the fiscal figures have been 10 or 11 months old and the finan- 
cial condition has changed substantially in the interim. At other times the 
fundamental condition has not changed, but the exact situation is not 
evident without a deep-probing, basic analysis. The contradiction between 
slow trade payments and an apparently satisfactory financial condition 
always necessitates study. The facts must correlate. 

Sometimes a business enterprise will be ‘‘in season,” and the financial 
condition with heavy inventories, substantial receivables, and heavy 
liabilities will be so different from the fiscal figures that the fiscal figures 
will be absolutely useless for a current analysis. Only an up-to-the-minute 
trial balance or balance sheet would indicate the exact financial condition. 
The concern may actually be overextended because of its seasonal opera- 
tions. This condition develops with concerns in many lines of activity, 
such as canners of fruit and vegetables and manufacturers of ladies’ 
coats, suits, dresses, silk underwear, men’s suits, and bathrobes. 

The fiscal figures in other cases may be fundamentally unsound, and 
the weakness may be discovered only by a most careful analysis. Any one 
or all of five situations may exist: (1) part of the cash may be tied up or 
blocked; (2) the accounts and notes receivable may include a substantial 
amount of past-due accounts, or a large sum due from officers, employees, 
subsidiaries, or affiliated concerns; (3) the inventory may be heavy with 
items long out of style, or overvalued with secondhand items or with 
returns, or arbitrarily inflated at a figure higher than cost or market, 
whichever is lower; (4) the current liabilities may have been understated, 
consciously or unconsciously; and (5) a particular asset in the balance 
sheet may be carried at an equity figure and consequently fail to disclose 
a substantial offsetting liability. 

Pertinent information that will give a more exact approximation of 
each of these five items, which at times are over- or undervalued, should 
always be sought from the operating management. The management staff 
knows, or should know, how the amount of each item is determined, and 
if they are frank and open in their discussions regarding the figures, the 
analyst could not misunderstand them. The analyst, however, often has 
no opportunity to discuss these problems verbally with the management. 
The lack of net sales figures may also present a problem, as net sales 
figures, if available and properly used in an analysis, may indicate that 
the receivables are heavy, for which an explanation should then be 
obtained, or that the inventory is excessive for the sound operation of the 


business. 
Implication of Slow Trade Payments. Two or more of these unusual 
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situations occasionally come to light in the study of a particular account. 
A hosiery manufacturer, for example, was running from 10 to 30 days slow 
in the payment of its yarn accounts. The business had been in existence 
about 8 years, producing fine-wearing hosiery. In recent years, net profits 
had increased steadily. A fiscal balance sheet that was about 3 months old 
gave no evident reason for the trade slowness. These figures disclosed 
current assets of $422,434 and a current indebtedness of $201,866. The 
current assets were well distributed among cash, receivables, and mer- 
chandise, although the receivables appeared to be somewhat heavy. 

As the mill was located in the South, further investigation was post- 
poned until the treasurer’s next visit to New York, when he furnished 
explanations regarding certain items in the fiscal balance sheet. Two 
items in particular provided all the answers to the temporary mystery. 
The first was receivables of $170,788. Questioned whether this entire 
amount was due from customers for the sale of hosiery, or whether it 
included some miscellaneous receivables due from officers, employees, 
stockholders, or others, he admitted that through some “‘oversight”’ there 
had been included $60,000 of loans made to officers and directors during 
the preceding year. By no stretch of the imagination, or according to any 
sound accounting theory, should such an item have been included with 
regular trade receivables and have been considered a current asset. To 
say the least, it was a unique “‘oversight’’! 

Second, the merchandise had been included in the balance sheet under 
the most unusual caption of Equity in Merchandise. He was asked what 
the “‘equity”’ meant. Actually, the concern had an inventory of $304,582! 
One-half this inventory, that is, $152,266, had been pledged to a local 
bank for a loan of $100,000; this equity of $52,266 plus the unpledged 
inventory had been carried in the balance sheet at $204,532. The inven- 
tory, should, of course, have been carried at $304,532 and an additional 
$100,000 should have been included in the current liabilities. With the 
adjustments in the receivables, the inventory, and the current liabilities, 
the balance sheet disclosed current assets of $462,434 and current liabili- 
ties of $301,866. Instead of the net working capital being $230,568, it was 
really $170,568. Perhaps this case was an honest representation incor- 
rectly made! 


FINANCIAL INFORMATION 


A substantial percentage of all balance sheets is made up of 15 items or 
less. Such concerns generally have a tangible net worth of no more than 
$35,000. As approximately 82 per cent of all active commercial and indus- 
trial business enterprises have a tangible net worth no greater than this 
amount, the tremendous extent of this field may easily be realized. The 
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larger concerns are of more importance because of their very size. Their 
purchases are heavy, their bank borrowings are substantial, their em- 
ployees are numbered by the thousands, their tangible net worth by the 
hundreds of millions of dollars, their security holders by the hundreds of 
thousands; their economic and social influence and power are immense.® 


Corporate Structure 


A substantial proportion of large corporations, as well as a reasonable per- 
centage of smaller corporations, have subsidiaries and affiliated com- 
panies. As a chain is no stronger than its weakest link, it is important in 
such cases to ascertain the names of all subsidiaries and affiliates with 
information regarding the percentage of control owned in each subsidiary, 
and the nature of the relations which create the affiliate. Weaknesses have 
often been concealed by loading unprofitable business on weak sub- 
sidiaries, by offsetting gains against losses in consolidated financial state- 
ments, and by draining profits from subsidiaries by charging higher than 
normal prices, higher than normal interest rates, and management fees. 
American businessmen have taken unstinted pride in the creation of 
groups of subsidiaries of various degrees and relationships. In recent 
years, there has existed a moderate tendency to simplify many of these 
highly complicated corporate business structures. 

Consolidated Financial Statements. “‘ A consolidated balance sheet is one 
which sets forth the combined assets and liabilities of a parent company 
and some or all of its subsidiary companies as if the enterprise were a 
single entity.’’® It is the financial statement of no ‘single corporation but 
an amalgamated statement giving accounting data of two or more sepa- 
rate corporations.”’ The final justification of the device “rests on the 
reality of the group as a single economic and administrative enterprise 
despite the existence of separate legal entities.” The need for consolidated 
financial statements is found in the failure of the legal financial statements 
of a corporation, or of a group of corporations, to convey in a readily 
understandable manner adequate information regarding “the commit- 


8 This is amply brought out by Harry W. Laidler in Concentration in American 
Industry (The Thomas Y. Crowell Company, New York, 1931); Adolf A. Berle 
and Gardiner C. Means in The Modern Corporation and Private Property (The Macmil- 
lan Company, New York, 1933); in Monograph No. 21, Competition and Monopoly in 
American Industry, pp. 117-118, Investigation of Concentration of Economic Power 
by the Temporary National Economic Committee, 1940; Economic Concentration 
in World War II, a report of the Smaller War Plants Corporation to the Special Com- 
mittee to Study Problems of American Small Business, U.S. Senate, 1946 (79th Cong., 
2d Sess., Senate Committee Print No. 6); and Changes in Concentration in Manufactur- 
ing 1933 to 1947 and 1950, a report of the Federal Trade Commission, 1954. 

9 Lennart, Norman J., and Paiuip L. Deriizse, Montgomery’s Auditing, 8th ed., 
p. 471 (The Ronald Press Company, New York, 1957). 
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ments of a single group of investors—investors in a corporation which 
itself owns and controls other corporations.” 

On the books of a parent company, the interest in a subsidiary is repre- 
sented by the investment in the securities of the subsidiary and by any 
advances made to it. The accounts of the parent company contain no 
record information concerning the assets and the liabilities of the sub- 
sidiary, nor do they record the revenues and expenses of the subsidiary. 
Such information, however, is necessary in any analysis of financial condi- 
tion and progress of the parent company. 

The consolidated financial statement is the best medium that has yet 
been devised for presenting a bird’s-eye view of such a group of corpora- 
tions operated as a single enterprise. Nevertheless, so long as the parent- 
subsidiary relationship exists, the subsidiary retains its separate corporate 
status; it continues to own its assets and consequently has all the responsi- 
bilities and may exercise all the privileges that such ownership confers. 
Its profits may become legal income of the parent company only through 
the formality of the declaration and payment of dividends. It is because 
of this very situation that parent corporations filing reports with the 
Securities and Exchange Commission, as explained on page 62, must file 
individual as well as consolidated financial statements. 

If a financial statement carries the heading General Motors Corporation, 
Condensed Consolidated Balance Sheet or National Steel Corporation and 
Subsidiaries, Consolidated Balance Sheet, then the corporation obviously 
has subsidiaries. The words consolidated balance sheet!° mean that and 
nothing else. Whenever possible in this situation, the names, addresses, 
nature of business operations of the subsidiaries, percentage of capital 
stock owned by the parent corporation in each subsidiary, the amount and 
reasons for intercompany loans, the nature and the terms of intercompany 
merchandise sales should be obtained. Whether there are 3 subsidiaries, 
or 103, this information should be obtained wherever possible. 

If a corporation has 103 subsidiaries, possibly the assets and the liabili- 
ties of only 50 have been consolidated, the interests of the parent company 
in the other 53 corporations being carried in the assets under an item of 
investments. In this event, the list of substdiaries and accompanying infor- 
mation should be obtained in two groups, the first group containing the 
names of subsidiaries with supplementary information that have been 
consolidated, and the second group, those that have not been consolidated. 

Even when the heading of a financial statement does not contain the 

10 In a sweeping and historic decision, the New Jersey Court of Errors and Appeals 
upheld a decision of a lower court in the suit of Oscar B. Clintas v. the American Car 
and Foundry Company, that a consolidated balance sheet “is nothing more than an 
imaginative figment for there is actually no individual business having the assets 


and liabilities depicted by it.’ Well-known accountants testified on both sides of this 
important and fascinating case.—The New York Times, Oct. 18, 1942. 
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words consolidated balance sheet, the corporation may still have sub- 
sidiaries. In this case the heading is not self-explanatory. The assets and 
the liabilities of none of the subsidiaries may have been consolidated, the 
interests in these subsidiaries being carried in the assets of the parent 
corporation as an item of znvestments. If a financial statement does not 
contain in its heading the word consolidated, and if the assets do not con- 
tain an item of investments, then one may feel quite assured that the corpo- 
ration has none of these modern appendages which, at times, make the 
analyses of some financial situations quite difficult. If there is an item of 
investments, the analyst must dig deeper, as outlined on pages 89-91. 

Rules of the Securities and Exchange Commission provide that corpo- 
rations which come under its scrutiny ‘‘shall follow in the consolidated 
statements principles of inclusion or exclusion which will clearly exhibit 
the financial condition and results of operations of the registrant and its 
subsidiaries: Provided, however, that (a) the registrant shall not consolidate 
any subsidiary which is not a majority-owned subsidiary.’’!! The Securi- 
ties and Exchange Commission handles this problem as follows: 


For majority-owned subsidiaries not consolidated with the registrant there may 
be filed statements in which such subsidiaries are consolidated or combined in 
one or more groups pursuant to principles of inclusion or exclusion which will 
clearly exhibit the financial condition and results of operations of the group or 
groups. If it is essential to a properly summarized presentation of the facts, 
such consolidated or combined statement shall be filed.!? 

The principle adopted in determining the inclusion and exclusion of subsidiaries 
in each consolidated balance sheet and in each group balance sheet of uncon- 
solidated subsidiaries shall be stated in a note to the respective balance sheet.1% 


As to each consolidated statement and as to each group statement of unconsoli- 
dated subsidiaries, a statement shall be made as to whether there have been 
included or excluded any persons [concerns] not similarly treated in the corre- 
sponding statement for the preceding fiscal period filed with the Commission. 
If the answer to the foregoing is in the affirmative, the names of such persons 
[concerns] shall be given.!4 


These rules allow considerable leeway to the managements of corpora- 
tions that must file financial statements with the Securities and Exchange 
Commission, for the inclusion or exclusion of subsidiary companies in 
consolidated or grouped statements. Which corporations are included, 
excluded, consolidated, or grouped must be explained in the detailed re- 


11 Regulation S-X, Rule 4-02, p. 7, Oct. 15, 1964. 
12 Toid., Rule 4-03. 

13 Jbid., Paragraph (a), Rule 4-04. 

14 Tbid., Paragraph (6), Rule 4-04. 
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ports to the Securities and Exchange Commission, information that is 
freely available for consultation by any interested individual or analyst. 
This information, however, is rarely included in the annual reports of 
corporations to stockholders, and in few secondary sources of information. 
While often helpful, this information is never as valuable or enlightening 
as the individual financial statements of each subsidiary along with a 
consolidated financial statement of the entire family of corporations, and 
with full explanations of all intercompany relations of each kind and 
character. 

Individual Financial Statements. When the list of subsidiaries is ob- 
tained, every effort should be made to secure their individual financial 
statements, which are as essential for a complete analysis as the consoli- 
dated figures. In complex corporate systems, the direct subsidiaries in turn 
may have subsidiaries—children, grandchildren and great-grandchildren, 
first cousins, and second cousins. When the corporate relationship is com- 
plicated, a chart often helps in ferreting out essential connections. 

Individual figures of the parent corporation and of each subsidiary as 
well as the consolidated balance sheet are essential in examining thor- 
oughly the financial condition of any enterprise in a hierarchy. Individ- 
ual financial statements showing tie-ups in stock interest, and amounts 
due to and from each other for loans or merchandise sales, are contained 
in the complete audits of accounting firms. This comprehensive informa- 
tion is generally made available to depository commercial banks but rarely 
to anyone else outside the organization. The analyst must keep constantly 
in mind that creditors of subsidiary corporations enjoy a preferred position 
to the extent of the amount and quality of the assets of the obligated 
concern. 

Since the passage of the Securities Act of 1933, the names of all under- 
lying subsidiary units have been made available, with rare exceptions in 
the case of minor units, in registration statements filed with the Securities 
and Exchange Commission, and by the Commission to the public on prac- 
tically every corporation that has offered its securities to the public. The 
same information is filed with the Securities and Exchange Commission 
by every corporation (except railroads, common and contract carriers by 
motor vehicles, and commercial banks) whose securities are listed on a 
national security exchange and is available for public perusal at the office 
of the Commission or the Exchange on which the security is listed. Only 
the names of subsidiaries, however, are generally available, not their 
individual financial statements, their addresses, or the extent, nature, and 
terms of intercompany loans and merchandise indebtedness. 

The Securities and Exchange Commission does, however, obtain an 
individual balance sheet on all corporations coming under its supervision 
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which are also holding companies and which issue consolidated financial 
statements. As of June 30, 1964, there were 2,467?5 issuers having securi- 
ties listed and registered on national security exchanges, in contrast to 
2,192 as of June 30, 1951. 

According to Section 15d of the Securities Exchange Act of 1934, 
registration statements filed pursuant to the Securities Act of 1933 as 
amended, that is, by corporations that are distributing securities with a 
market value of $300,000 or over, to the public, must contain an under- 
taking by the issuer to keep up to date by the supplementary and periodic 
filing of financial and other data pertinent to the company if “‘the aggregate 
offering price of such issue of securities, plus the aggregate value of all 
other securities of such issuer of the same class outstanding, computed 
upon the basis of such offering price, amounts to $2,000,000 or more,”’ and 
provided such information has not already been required by the fact that 
the security is listed on a national security exchange. Under this section 
of the act, a total of 1,823 issuers were required as of June 30, 1964, to 
file annual reports with the Securities and Exchange Commission. The 
necessity for filing “‘supplementary and periodic information” is sus- 
pended where ‘‘the aggregate value of all outstanding securities of the 
class to which such issue belongs is reduced to less that $1,000,000, com- 
puted upon the basis of the offering price of the last issue of securities 
of such class offered to the public.” 

The Securities Acts Amendment of 1964 extended the registration and 
the periodic reporting to the Securities and Exchange Commission of 
corporations whose securities are traded over the counter where total 
assets are in excess of $1,000,000 and where a class of equity securities is 
held by 750 or more stockholders, if the issuer is engaged in interstate 
commerce or in a business affecting interstate commerce. After July 1, 
1966, these requirements became applicable to issuers with total assets 
in excess of $1,000,000 and where a class of equity securities is held by 
500 or more stockholders.'® 


15 Thirtieth Annual Report of the Securities and Exchange Commission, Fiscal Year 
Ended June 30, 1964, p. 46. 


16 The following securities are exempt from the Securities Acts Amendments of 
1964: those listed and registered on a national security exchange; securities issued by 
registered investment companies; securities of savings and loan associations and 
similar institutions; securities of certain nonprofit organizations operated exclusively 
for religious, educational, benevolent, fraternal, charitable, or reformatory purposes; 
securities of certain agricultural marketing cooperatives; securities of certain non- 
profit mutual or cooperative organizations which supply a commodity or service 
primarily to members; and direct obligations issued or guaranteed by the United 
States or any State or political subdivision thereof. Insurancé companies are exempt 
provided the insurance company is effectively regulated by the state of incorporation. 
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THEORY AND PROBLEMS 


Name the three broad divisions of credit information and describe briefly each 
division. 


. Would the antecedent records of the principals of a business enterprise be of any 


interest to you if you were analyzing the figures of that concern? Why? 


. What would be your point of view regarding the desirability of antecedent infor- 


mation if the business enterprise was (a) a proprietorship with a tangible net 
worth of $8,621, (b) a corporation with a tangible net worth of $26,610,000? 


. Would information regarding bank borrowings and depository bank relationships 


have any bearing toward an analysis of financial statements? Explain. 


. What are the implications of secured bank loans from the viewpoint of the 


analyst? 


. If you learned that trade payments of a particular concern whose figures you were 


analyzing were running slow, would that knowledge help you or hinder you in 
your analysis? Why? 


7. Define a consolidated balance sheet. 


8. How can you tell from a balance sheet if a corporation probably has no sub- 


10. 


ble 


12. 


sidiaries? 


. It has been said that a consolidated balance sheet is a “‘legal fiction.’? What is 


meant by that expression? 


Suppose you are analyzing the figures of a corporation that has a large number 
of subsidiaries. Into what two groups should you separate these subsidiaries? 
Why? List five points of information you would like to obtain regarding each 
subsidiary. 


You are analyzing a consolidated balance sheet. Would you be interested (a) in 
learning the names, addresses, and method of operation of each subsidiary whose 
assets and liabilities are also consolidated, (b) in obtaining individual balance 
sheets of each subsidiary? Explain your answer. 


You are analyzing the affairs of 1 of 10 subsidiaries of the A corporation. For your 
purpose, would you prefer to have the individual financial statements of that 
subsidiary or the consolidated financial statements of the parent company and the 
10 subsidiaries? Would you like to have both sets of financial statements? Explain 
your answer. 


CHAPTER IV 


Classification of Balance Sheet Items 


In a study characterized by delightful originality entitled “An Histori- 
cal Defense of Bookkeeping,’”’! Henry Rand Hatfield goes back to the very 
beginning of that amazing awakening in Italy, later to become known as 
the Renaissance, and to the venerable year 1494, for the origin of the 
refined and noble art of keeping systematic double-entry bookkeeping 
records.” This art arose to meet three very definite commercial needs: to 
describe transactions arising from commerce, industry, and government, 
to place responsibility, and to prevent fraud. 

As expanding commerce became more and more important in Genoa, 
in Florence, and in Venice, careful records of sales and of income and 
expenses became necessary to indicate the degree of profitableness. Trade 


1 HaTFIELD, Henry Ranp, ‘‘An Historical Defense of Bookkeeping,’’ a paper read 
before the American Association of University Instructors in Accounting, Dec. 29, 
1923, and published in The Journal of Accountancy, Vol. XX XVII, No. 4, pp. 241-253, 
April, 1924. 

2 Edward Peragallo, in the Origin and Evolution of Double Entry Bookkeeping, p. 16 
(American Institute Publishing Company, Inc., New York, 1938), traces double-entry 
bookkeeping back more than 150 years earlier. He wrote, “It is now clear that double- 
entry bookkeeping was fully developed at Genoa in 1340, and it is also clear that 
its origin must have been of a considerably earlier date. It is inconceivable that a sys- 
tem such as double entry should come into being suddenly in the mature form shown 
in the Massari ledgers; it could only have evolved gradually over a long period of time. 
The double-entry system used by the Commune of Genoa dates back probably no 
further than 1327, when the government decreed that its accounts were to be kept in 
the same way as banks kept their accounts.” In a study “Greek and Roman Account- 
ing’’ by F. E. M. de Ste. Croix, included in Studies in the History of Accounting, pp. 
62-63, by A. C. Littleton and B. S. Yamey (Richard D. Irwin, Inc., Homewood, 
Ill., 1956), the author throws additional light on this subject. ‘Recently two Italian 
scholars,” he wrote, “the philologist Castellani and the historian of accounting 
Melis, have traced the origin of double entry still further back. Both Melis and Castel- 
lani believe that the system can be found in the accounts of the Florentine merchant 
Rinieri Fini and his brothers, whose books relating to dealings at the fairs of Cham- 
pagne survive for the years 1296 to 1305; and Melis (who also believes that the books 
of other Florentine merchants, from the year 1299 onwards, are in double entry) is a 
strong advocate of the view that double entry actually originated in the towns of 
Tuscany. However that may be, we shall be safe in concluding that bookkeeping by 
double entry had established itself in the towns of northern Italy by the very end of 
the thirteenth century or the first half of the fourteenth century at the latest.” 

65 
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expanded to relatively large proportions during the sixteenth and seven- 
teenth centuries. The origin of the art of bookkeeping in this environment 
of expanding commerce attracted the attention and challenged the 
ingenuity of men of unquestioned intellectual attainment. ‘We look upon 
the Franciscan monk Paciolo,” Hatfield wrote, ‘‘as the father of modern 
accounting, as his Summa,’ published in 1494, which is the first printed 
work?! dealing with algebra, also contained the first text on bookkeeping, 
a slender tractate entitled De Computis et Scripturts.”’® 


DEVELOPMENT OF THE BALANCE SHEET 


A balance sheet, from an analyst’s point of view, is a written representa- 
tion of the resources and liabilities of an individual, a partnership, an 
association, or a corporation.* When it is a correct representation honestly 


3 A Summa was a kind of early encyclopedia. It was written by a learned man and 
touched on all known fields of knowledge. A Summa often contained a few chapters 
on the merchants’ art of keeping books. 

4 Peragallo, op. cit., p. 54, writes that Benedetto Cotruglio, a native of Dalmatia, 
was really the first writer on double-entry bookkeeping. Cotruglio finished his book in 
1458 but “it lay unpublished at Ragusa for more than a century, until a certain 
Giovanni Guiseppe had a copy made and brought it to Venice, where it was published 
in 1573.” 

5 Little is known of Paciolo, aside from his writings, but from these works it would 
appear that he was a learned individual. He was an important if not a great mathe- 
matician. After he had made an enviable reputation for himself at the University 
of Perugia where he was wont to describe himself as ‘‘a humble professor of sacred 
theology,” he was called in 1496 to Milan by the reigning duke, Ludovico Sforza, 
called il Moro, whose court was a center of light and learning. To be established here 
was a signal honor. ‘At Milan, Paciolo was brought into contact with many eminent 
persons, the most significant being Leonardo da Vinci, perhaps the most eminent man 
of his day. Between the two there grew up an intimate friendship. Da Vinci himself 
tells that he hastened to buy a copy of Paciolo’s Summa as it came off the press, and 
he collaborated with Paciolo on a later book, the Divina Proportione, for which Paciolo 
furnished the text and Da Vinci the illustrations. . . . ’’ It is seldom the case that 
the first book on a subject so dominates its literature as did Paciolo’s De Computis et 
Scripturis. “It is nearly true,” Hatfield (op. cit.) continued to explain, ‘‘to say that 
for a hundred years the texts appearing in England, France, Germany, Italy, and the 
Low Countries were ‘at best, revisions of Paciolo, at the worst, servile transcriptions 
without even the courtesy of referring to the original author.’ But, further than that, 
many little matters of bookkeeping technique were followed for at least four cen- 
turies, merely because they were inculcated by Paciolo, persisting like buttons on our 
coat sleeves, long after their significance had disappeared. . . . ”’ The first presenta- 
tion of double-entry bookkeeping made by Paciolo so many centuries ago was neither 
crude nor immature. It contained the essentials of bookkeeping as it is known today. 

‘W. A. Paton and A. C. Littleton, in An Introduction to Corporate Accounting 
Standards, pp. 66-67 (American Accounting Association, Chicago, 1940), emphasize 
a contrasting viewpoint. In their synthesis of accounting theory the balance sheet 
serves the fundamental purpose of carrying forward costs that will gradually be used 
up in operations. ‘‘A cost is initially an acquisition price and only finally a deduction 
from revenue. . . . The fundamental problem of accounting, therefore, is the division 
of the stream of costs incurred between the present and the future in the process of 
measuring periodic income. The technical instruments used in reporting this division 
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made, it portrays the financial condition of a concern, an organization, or 
a business enterprise at a given date.’ Paciolo advised the use of a separate 
set of books for each voyage or trading journey; only after several hundred 
years was the continuous system finally evolved to the point where 
accountants found it essential to emphasize that the yearly closing based 
on an “accounting convention’? was one of the reasons why modern 
accountancy is an art. 

During the fourteenth and fifteenth centuries, ledgers usually were not 
balanced at any regular fiscal period. They covered any period from one to 
several years,* and many ledgers were balanced only when completely 
filled and the open accounts were to be transferred to a new ledger. The 
Datini ledgers of the Avignon branch were notable exceptions, as they 
were regularly balanced at the end of every year and financial statements 
were prepared. Peragallo quotes one for the fiscal year 1367-1368. Because 
the very early writers on bookkeeping referred only to the procedure for 
closing accounts in a ledger and opening them in a new one, there is a 
general belief that financial statements were nonexistent at this early 
period. However, the early family partnerships of Florence had developed 
financial contracts to a high degree of perfection, entailing an equal devel- 
opment of partnership accounting. Financial statements were necessary 
to show the partners’ interests. ° 


are the income statement and the balance sheet. Both are necessary. The income 
statement reports the assignment to the current period; the balance sheet exhibits 
the costs incurred which are reasonably applicable to the years to come. The balance 
sheet thus serves as a means of carrying forward unamortized acquisition prices, the 
not yet deducted costs; it stands as a connecting link joining successive income state- 
ments into a composite picture of the income stream.”’ This point of view is one which 
creates problems for the analyst as he must learn the current values of asset items, 
which are often materially different from ‘‘unamortized costs.’’ As William J. Vatter 
has also pointed out, ‘‘The definition of an asset in terms of unamortized cost is weak 
in that it does not include all the things that are commonly regarded as assets. . . . 
Financial claims (cash, bank deposits, and receivables) are certainly assets—at least 
they are so regarded in practice—but they are not costs. . . . Financial claims cannot 
as such be fitted into the pattern of amortization which is suggested by the definition 
of assets; they are not ‘charges awaiting future revenue’ or ‘charges against present 
revenue.’ The trouble with the definition is that the operations specified are not 
broadly enough conceived to encompass all the activities in which assets are involved, 
so as to include in a homogeneous pattern all the items that are brought together in 
the definition.””-—The Fund Theory of Accounting and Its Implications for Financial 
Reports, p. 15 (The University of Chicago Press, Chicago, 1947). 

7In Chap. XXIV, “Recent Evolution in Accountancy Theory and Practice,’ it 
will be shown that this assertion is not strictly true as a balance sheet generally does 
not reflect current economic values. Financial statements actually represent a “‘com- 
bination of recorded facts, accounting conventions, and personal judgments; and the 
judgments and conventions applied affect them materially.” 

8 Article 16 of the ‘‘charter” of the French East India Company, organized in 
1664, provided that “the company was to have a thorough general accounting every 
six years.’’—Co x, Cuarues W., Colbert and a Century of French Mercantilism, Vol. I, 
p. 479 (Columbia University Press, New York, 1939). 

° Origin and Evolution of Double Entry Bookkeeping, pp. 27-29. 
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In a study of the development of financial statements, Littleton also 
quotes several simple, fascinating balance sheets made up from the year 
1545 onward. The first of these balance sheets consisted of three asset 
items and three liability items and appeared in the text of one Gotlieb, 
a German author, in 1546. The second was quoted from Angelo Pietra’s 
text of 1586 and is much longer. ?° 


Colonial Business Records 


Record books of colonial American proprietorships and partnerships? 
contained balance sheets prepared at periodic or irregular intervals, so 
that the owners would have clear pictures of their assets and their labili- 
ties. These detailed figures were rarely, if ever, made available to outsiders. 
Enterprising colonial businessmen learned the elements of bookkeeping 
from one of the few published volumes on the subject. They did their own 
bookkeeping in their own individual handwriting. When Jonathan Jack- 
son organized the importing and exporting firm of Jackson & Bromfield at 
Newburyport in the Massachusetts Bay Colony in 1765, he wrote to a 
friend, “‘I have undertaken the care of the Books intirely myself, but find 
myself a little bewildered how to begin the C? acc*w—which Mair allows 
the most difficult part of Bookkeeping.’”’!? John Mair, to whom Jackson 
referred, was the well-known author of Bookkeeping Methodiz’d, published 
in Edinburgh in 1752. 

The problems of accounting in the eighteenth century were simple and 
uncomplicated compared with the problems of today. At that time there 
were no large manufacturing establishments where the accounting pro- 
cedure called for depreciation on a vast number of different types of assets, 
where the production process involving long periods of time and expenses 
had to be cut off at a fixed date, where heavy expenditures such as adver- 
tising were made in one period to show increased profits in another period, 
where the valuation of finished merchandise and work in process played 
such a great part in the size of net profits, not only in the year being 
closed, but also in the following year. Business was almost entirely private, 
and the business unit was the proprietorship or the firm. There were no 
investment bankers to underwrite issues of securities. There were no stock 

10 LirrLeTon, A. C., Accounting Evolution to 1900, pp. 128-129 (American Institute 
Publishing Company, Inc., New York, 1933). 

11 Many libraries and historical societies in recent years have made collections of 
these fascinating and economically valuable original business records of our colonial 
days. Among these institutions are the New York Public Library, the New York 
Historical Society, the Massachusetts Historical Society, the Connecticut Historical 
Society, the Historical Society of Pennsylvania, and the Baker Library of the Harvard 
Graduate School of Business Administration. 


 PorTER, KENNETH WiacIns, The Jacksons and the Lees, Vol. I, p. 162 (Harvard 
University Press, Cambridge, Mass., 1937). 
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exchanges. There were no commercial banks or trust companies. Business 
activity was largely trade, that is, importing, exporting, commission sell- 
ing, wholesaling, and retailing. 

In the second and third quarters of the nineteenth century, the corpo- 
ration, with its restricted liability, became a more prominent vehicle of 
industrial and commercial business activity. The Supreme Court decision 
in 1886 that a corporation was a person in the meaning of the due process 
clause of the Federal Constitution brought increased demands from credi- 
tors for detailed balance sheets and gave a marked impetus to the creation 
of corporations with distributed stock interests. 


Divisions of the Balance Sheet 


As outlined in Chap. I, the number of active commercial and industrial 
business enterprises in the United States expanded quite steadily from 
1870 to 1965, with the exception of four brief periods. As this expansion 
took place, more and more balance sheets were made available to different 
groups of interested individuals. This evolution was the result of (1) the 
change in bank lending operations from utilizing two-name paper to 
single-name paper, (2) the operations of mercantile credit agencies that 
realized the need of obtaining exact financial information as a trained 
intermediary for creditors, (8) the direct demands of mercantile creditors 
for more exact financial information, (4) the growth in the number of 
corporations that sold securities to the public and the development of the 
practice of issuing annual corporate reports to stockholders, (5) the rules 
of the New York Stock Exchange which insisted that more and more 
comprehensive financial information be filed prior to the listing of a 
security, (6) the passage of income-tax laws by Congress, and finally (7) 
the operations of the Securities and Exchange Commission. 

Balance sheets are drawn up and presented in the same manner whether 
the figures are round-number estimates made by the proprietor of a small 
retail hardware store with an investment of $12,000, or are apparently 
exact figures carried out to two decimal places and carefully prepared by 
a certified public accountant on a nationally known corporation with a 
tangible net worth of $40,000,000. One balance sheet might contain 9 
items and the other 99, but fundamentally they are similar financial 
schedules. 

Whether it is a financial statement of a proprietorship, a partnership, 
a corporation, or a common-law trust, whether individual, consolidated, 
or combined, the balance sheet is divided in accounting practice into three 
parts: the assets, the liabilities, and the proprietary interest (also termed 
capital, net worth, or proprietorship). In this volume the proprietary 
interest will be termed net worth. The great majority of balance sheets 
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published in the everyday practical business world, however, refer to only 
two groups of accounts, assets and liabilities, the liability group covering 
general liabilities and proprietary interest. 

The assets are divided into four groups and the liabilities into three 
groups. The four groups of assets are: (1) current assets, (2) fixed assets, 
(3) miscellaneous assets, and (4) intangible assets. The three groups of 
liabilities are: (1) current liabilities, (2) deferred liabilities, and (3) net 
worth. A fundamental understanding of these various classifications of 
items is absolutely essential for any sound analysis of financial statements, 
especially as no uniform system of classification has been developed up to 
the present time. 


ASSETS 


The assets of a small business enterprise such as a corner drugstore, a 
meat market, or a retail candy store might consist of only four or five 
small items, whereas the assets of a large steel corporation, a paper mill 
with extensive timber holdings, or a manufacturer of heavy chemicals 
might consist of 20 to 30 items. If a business is a proprietorship or a 
partnership, the assets might or might not include the outside means of 
the proprietor or of the partners that are subject to the claims of creditors, 
with certain exceptions such as homesteads and personal property in 
several states.!* If the outside means are not included, the financial 
strength of the business from the viewpoint of creditors might be stronger 
than is apparent from the balance sheet. If the outside means are included 
the analyst should be aware of that fact. 

It is in the classification of the various items in the assets that the judg- 
ment and the experience of the analyst first come into play. He must be 
absolutely independent, follow his own judgment or some separate stand- 
ard, and not follow in the footsteps of accountants, who often differ from 
each other and who arrive at classifications for ‘‘accounting purposes,”’ 
not for credit, investment, or business purposes. In no other way will he 
have a uniform system of classifying items in the analysis of comparative 
balance sheets. This initial problem of the classification of balance sheet 
items will be discussed in the latter part of this chapter. 


Current Assets 


The man who best defined current assets was neither a banker, an ac- 
countant, nor a businessman. He was a gentleman named Adam Smith. 


8 The laws of the several states which allow exceptions from the claims of creditors 
are kept up to date in the Credit Manual of Commercial Laws, published annually by 
the National Association of Credit Management (New York). 
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In his volume which revolutionized political economy, The Wealth of 
Nations, published in 1776, Adam Smith explained, “‘The goods of the 
merchant yield him no revenue or profit till he sells them for money, and 
the money yields him as little till it is again exchanged for goods. His 
capital is continuously going from him in one shape, and returning to him 
in another, and it is only by means of such circulation, or successive 
exchanges, that it can yield him any profit. Such capital, therefore, may 
very properly be called circulating capital.” What we call current assets, 
Smith called c7rculating capital.!* The investment always must be kept 
there, but it keeps running through. The classification of current assets 
is undoubtedly the most important classification in a balance sheet, as 
current assets largely determine the going solvency of a business concern. 

“Current assets,” according to one of the outstanding students of 
statement analysis, ‘‘are such assets as in the orderly and natural course 
of business move onward, through the various processes of production, 
distribution, and payment of goods, until they become cash or its equiva- 
lent, by which debts may be readily and immediately paid.’’!> The cur- 
rent assets are cash, temporary investments which are readily convertible 
into cash, receivables created by the sale of merchandise, merchandise, 
and advances on merchandise.!* All these items, with the exception of 


14Smith, Adam, The Wealth of Nations, pp. 262-263 (Modern Library, Inc., New 
York, 1937). 

15 Wall, Alexander, How to Evaluate Financial Statements, p. 11 (Harper & Brothers, 
New York, 1936). 

16 Accounting Research and Terminology Bulletins p. 20 (American Institute of 
Certified Public Accountants, New York, 1961), contains a definition of current 
assets. This definition as indicated by its first three words is not for credit purposes, 
management purposes, or analysis purposes; it is solely “for accounting purposes.” 
The definition reads as follows: ‘‘For accounting purposes, the term current assets is 
used to designate cash and other assets or resources commonly identified as those 
which are reasonably expected to be realized in cash or sold or consumed during the 
normal operating cycle of the business.”’ Then the following explanation appears: 
“Thus the term comprehends in general such resources as (a) cash available for cur- 
rent operations and items which are the equivalent of cash, (b) inventories of mer- 
chandise, raw materials, goods in process, finished goods, operating supplies, and 
ordinary maintenance material and parts, (c) trade accounts, notes, and acceptances 
receivable, (d) receivables from officers, employees, affiliates, and others, if collectible 
in the ordinary course of business within a year, (e) installment or deferred accounts 
and notes receivable if they conform generally to normal trade practices and terms 
within the business, (f) marketable securities representing the investment of cash 
available for current operations, and (g) prepaid expenses such as insurance, interest, 
rents, taxes, unused royalties, current paid advertising service not yet received, and 
operating supplies. Prepaid expenses are not current assets in the sense that they 
will be converted into cash but in the sense that, if not paid in advance, they would 
require the use of current assets during the operating cycle.”’ Later in this bulletin 
there appears a list of items to be excluded from current assets, “for accounting pur- 
poses.” Among them are “depreciable assets.’’ This comprehensive explanation of 
what current assets do and do not comprise would seem to contain some hidden dis- 
crepancies. In the first place, the definition includes “other assets or resources com- 
monly identified as those . . . consumed during the normal operating cycle of 
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temporary investments in readily marketable securities, which are the 
“equivalent” of cash, are convertible into cash by successive steps in the 
normal operations of a business. This classification does not include the 
cash surrender value of life insurance, as such an item is more in the nature 
of a semipermanent investment. It is not used in the normal operation 
of a business; it does not represent working capital; and it rarely is used 
as a basis for a loan except when all other sources of credit have been used 
or are unavailable. Cash, securities of the United States government 
such as bonds, Treasury notes, and certificates of indebtedness, securities 
of Federal agencies, most securities of states and municipalities, receiva- 
bles for the sale of merchandise, and readily marketable (generally listed) 
stocks and bonds when not valued in excess of market, as explained in 
Chap. VI, are also termed liquid or quick assets. Current assets consist of 
any one, any combination, or all of the following eight items: 


1. Cash on hand and in a bank or banks 

2. United States government, Federal agencies, state, and municipal 
securities 

Accounts receivable for the sale of merchandise 

Notes receivable for the sale of merchandise 

Trade acceptances for the sale of merchandise 
Merchandise—finished, in process, and raw materials 

Advances on merchandise 

Readily marketable securities 


Oa one a ene 


It is from these items that funds are provided, day in and day out, to 
meet maturing obligations whether for wages, the payment of merchan- 
dise, insurance, rent, taxes, or interest, to meet a current installment on a 
note given in payment of a recently acquired piece of machinery, or any 
other business purpose. These assets provide the current funds that keep a 
business enterprise running from week to week and from month to month. 


the business.’’ All so-called fixed assets except land are so ‘‘consumed during the 
normal operating cycle of the business’? but no one so far has suggested that fixed 
assets or any part thereof be considered a current asset. In the second place, the 
explanation includes “operating supplies and ordinary maintenance material and 
parts” as current assets. ‘‘Depreciable assets’ are excluded, but still, ordinary 
maintenance material and parts are often depreciable assets! In the third place, the 
explanation includes prepaid expenses, and several items are specifically mentioned 
as current assets. Very few credit analysts would include prepaid items as current 
assets. Moreover, there is u wide difference of opinion among accountants regarding 
the classification of prepaid expenses, ‘for accounting purposes,’ and many account- 
ants do not include such items among the current assets. In this volume, operating 
supplies and ordinary maintenance material and parts, receivables from officers and 
employees, no matter how they arose, and prepaid expenses are excluded from current 
assets, 
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1. Cash on Hand and in a Bank or Banks. In the daily operation of a 
business, cash is increased by the sale of assets for immediate payment 
and by the collection of receivables, by obtaining a loan from any source, 
and simultaneously decreased by the withdrawal of funds to meet obliga- 
tions. When it is evident to the operating management that cash will 
be too low to meet obligations on time in the near future, cash is replen- 
ished temporarily if the concern is able to obtain a short-term loan from 
its bank or banks, from some other financial institution, from officers, 
directors, friends, or from others on an unsecured or on a secured basis. If 
the management is unable to borrow the funds, payments of maturing 
obligations are deferred until funds are available or until a settlement is 
made under a compromise agreement or under bankruptcy. 

At times it is important for the analyst to know how much cash is 
actually on hand, that is, how much is held by the concern itself, and how 
much by each of its depository banking institutions. Many of the balance 
sheet blanks used by commercial banking institutions call for this segre- 
gation, for the reason that cash in banks, and particularly if there is only 
one depository bank, is more easily verified than cash on hand. Any situ- 
ation where the amount of cash in a bank or banks as shown on the balance 
sheet is greater than the sum actually on deposit calls for an immediate 
explanation; every so often this discrepancy is the basis for detecting a 
fraudulent financial statement. Cash on hand is more easily misrepre- 
sented, particularly in the unaudited balance sheets of small concerns, by 
including ‘‘temporary”’ loans to officers, advances to salesmen, demand 
notes, and outright exaggeration without any basis. When the amount of 
cash on hand is relatively large, an explanation or investigation should 
always be made as many of these unusual situations are found to be the 
result of deliberate action rather than oversight. 

In addition to these peculiarities against which the analyst must ever 
be on his guard, there are four unique situations regarding cash which 
appear not infrequently over the signature of independent public account- 
ants and which, when discovered, throw an entirely different light on 
balance sheet figures: 

A. Occasionally, cash which should have been set aside under a sepa- 
rate caption in the balance sheet as funds earmarked for a specific purpose, 
such as retiring some portion of a funded debt or preferred stock, is 
included with the unrestricted cash. The entire amount of cash as shown 
in the balance sheet is always assumed to be at the disposal of the enter- 
prise for general purposes,'’ a situation which the management in this 


17 An important lawsuit which covered this situation was brought in 1934 by a 
stockholder of the defunct G. L. Miller & Co., Inc., against a firm of public accountants 
that certified a financial statement in which the cash item included $1,377,000 of 
restricted funds, with no enlightenment or explanation. 
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instance knows to be quite contrary to existing facts. The financial state- 
ment forms used by some commercial banks have been prepared with 
this situation in mind by including the brief explanation that the item of 
cash should represent ‘‘Cash on hand, and unrestricted in banks.” 

B. If a concern does business in one or several foreign countries, it is 
always expedient to obtain a breakdown of cash, showing the amount in 
the United States and the amounts in the various foreign countries. In 
times of peace, the value of such cash varies from day to day with fluctua- 
tions in the rates of foreign exchange; in abnormal times the restrictions 
on the withdrawal of funds from foreign countries vary from minor re- 
quirements to absolute prohibition, from the temporary freezing to the 
possible total loss of funds. 

C. In the case of a consolidated balance sheet where one or more of the 
subsidiaries whose assets and liabilities are consolidated operate in foreign 
countries, it is often expedient for the analyst to obtain a breakdown of 
the cash showing the amount in the names of the parent company and of 
each subsidiary in each foreign country. Unusual situations have occurred 
where consolidated balance sheets disclosed an apparently satisfactory 
condition until these details were obtained. Then it was immediately 
apparent that the parent company was short on cash, that the bulk of the 
cash shown in the consolidated figures was in the name of one or more 
subsidiaries, and that a high percentage of that cash was in foreign coun- 
tries and not readily available. 

D. Cash in closed banks should always be carried as a separate item 
and never as a current asset, as such cash is not available for the general 
daily use of a business. 

Where any one of the above four situations is discovered, the balance 
sheet figures must be adjusted before an analysis is made. Any and all 
amounts included in cash that are not strictly cash, such as loans, ad- 
vances, and notes, and any amount not currently available for the unre- 
stricted general use of the business must be deducted from the cash 
shown in the submitted balance sheet, and such amounts included under a 
proper caption among the miscellaneous assets. These amounts by no 
stretch of the imagination are current assets. 

Commercial banks and trust companies, particularly those in large 
cities, commonly require a borrowing account to maintain cash balances 
on deposit that bear some fairly definite relationship to the line of credit 
or to average yearly borrowings. In most banks, the deposit requirement 
is between 10 and 20 per cent. In other words, if a borrower has an estab- 
lished confirmed line of credit of $100,000, the bank balance should nor- 
mally average between $10,000 and $20,000. These percentages are not 
hard and fast, but as a rule a depositor that maintains an average balance 
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of $1,000 would hardly be eligible for a loan of $100,000. Other things 
being equal, a depositor that maintains an average balance of $10,000 
is not entitled to the same credit as a depositor with average balances of 
$100,000. 

This rule of compensating balances varies somewhat under different 
circumstances. If the banking system of the country has a large amount of 
excess reserves, and if little demand exists for commercial loans, bankers 
will not be quite so strict in the application of the requirement for ade- 
quate balances. In a period when demands for loans are great, there is a 
natural tendency to hold more closely to the general policy of compensat- 
ing balances. Proportionate balances play no part in analysis when a 
business is obtaining its current financing from a factor, a discount 
finance company, a sales finance company, the officers, the directors, or 
friends or relatives of the owners. 

In addition to this general but practical relationship between the 
amount of unrestricted cash and lines of bank credit, it is also expedient 
that actual cash be sufficiently large to cover all operating expenses 
exclusive of merchandise invoices, for a minimum period of at least 1 
month. There should always be sufficient funds for salaries, wages, 
rent, taxes, light, heat, telephone, and other essential services. Any excess 
over this absolute minimum, as a general thing, places a concern in an 
improved financial condition. In Chap. V, it will be shown how important 
this absolute minimum requirement is for smaller business enterprises 
that have no lines of bank credit. In the case of concerns that do have lines 
of credit, funds are generally borrowed for seasonal operations so that 
cash, after excluding the necessary bank balance, does not fall below this 
practical minimum proportion. 

2. United States Government, Federal Agencies, State, and Municipal 
Securities. Investment obligations of the Federal government of one kind 
or another appear in the balance sheets of many industrial and commer- 
cial businesses: Treasury bonds with short and long maturities, Treasury 
notes, certificates of indebtedness, and short-term bills. 

Over the years, funds have also been sought from the investing public 
by numerous agencies of the Federal government. One of these agencies, 
namely, the Federal Housing Administration, sells its securities guaranteed 
by the Federal government. In years gone by, the Reconstruction Finance 
Corporation, the Commodity Credit Corporation, and the Home Owners’ 
Loan Corporation also used the guaranty of the Federal government. 
Others, such as the Bank for Cooperatives, the Federal Land banks, 
the Federal Home Loan banks, and the Federal National Mortgage 
Association, sell securities to the public on their own responsibility and 
without the guaranty of the Federal government. 
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Second in standing only to the securities issued or guaranteed by the 
Federal government are the securities of states'® and municipalities. In 
the not too distant past, quite a few municipalities have defaulted in pay- 
ing interest and in meeting maturities. Bond issues of municipalities in 
default!? are not current assets; they are miscellaneous assets until such 


18 At the end of fiscal 1965 ten states had no general bonds outstanding. They were 
Arizona, Colorado, Florida, Indiana, Kansas, Nebraska, South Dakota, Utah, Wis- 
consin, and Wyoming. Georgia had a negligible amount of general obligations, fully 
covered by sinking funds. Each of the 50 states had some long-term funded debt, 
however, including, in addition to general obligation bonds, limited obligation securi- 
ties and nonguaranteed or revenue bonds of state agencies. Moreover, each of the 
states with general obligation bonds also had at least some special obligation or non- 
guaranteed bonds, these categories of direct or state-agency special bonds frequently 
exceeding in amount the general obligation bonded indebtedness. Limited obligation 
and other nonguaranteed bonds have their commonest usage for state institutions, 
particularly college and university buildings and dormitories, and for highways, 
while revenue bonds came into widespread use in the post-World War II period to 
finance toll highways. A more recent innovation has been use of revenue bonds secured 
by lease-rental contracts to finance a variety of public buildings. At the end of fiscal 
1964, gross long-term debt of the states totaled $24,401,000,000 and net long-term 
debt was $20,922,000,000. The gross long-term debt of all state and local governments 
combined at the same date was $87,527,000,000. 

19 The number of local governments in default reached its peak of 3,242 on August 1, 
1935, and in the last two decades has numbered no more than a few hundred at any 
one time. In recent years the defaulters have been mainly small places, mostly munici- 
palities, but including school and other special districts. In the acute period of the 
1930’s depression one state, Arkansas, and a number of large cities, including such 
places as Akron, Atlantic City, Detroit, Miami, Toledo, and Cook County, Ill., did 
default on their bonds. These defaults were of relatively short duration and were 
cured by refunding, most of which involved little or no scaling down of principal or 
interest. Recent defaults have been mainly of overpromoted resort or suburban areas 
and submarginal agricultural areas whose debts were entirely out of proportion to 
their means. This generally, however, should not be allowed to obscure the fact that 
some sizeable situations have been in difficulties, particularly among the revenue- 
bond-financed toll roads and proprietary enterprises. By all odds the two largest 
postwar defaults are those of the West Virginia Turnpike Commission and the Chicago 
(Calumet) Skyway, both toll highway facilities. The West Virginia Turnpike, with 
$133,000,000 revenue bonds issued and outstanding, went into default on the interest 
coupons due June 1, 1958, and in April 1966 was still in default on coupons due June 1, 
1963 and thereafter. The Chicago Skyway, with $101,000,000 bonds issued and out- 
standing, defaulted first on interest coupons due July 1, 1963, and in April 1966 had 
not yet paid its coupons due January 1, 1965 and thereafter. Even at the high point 
in the depression of the 1930’s the number of defaults was negligible in proportion to 
the totality of local units. However, the number of local governmental units has 
steadily declined. According to data from the Governments’ Division of the U.S. 
Bureau of the Census, local governments numbered about 155,000 in 1942 and 117,000 
in 1952, and were down to 91,185 in 1962. The reduction has been chiefly in school 
districts, which in 1962 numbered 34,678, about one-third the number two decades 
earlier. The number of counties and townships, 3,043 and 17,144 in 1962, has shown 
negligible change, while there has been a small increase in the number of munici- 
palities, to 17,997 in 1962. Special districts have increased from an estimated 8,300 
in 1942 to 18,3823 in 1962. 

There have been enough defaults to show that by no means are all municipal 
securities entitled to be classified as current assets, and that some are quite vulnerable 
to changing conditions. Experience indicates that it would be unwise to judge a bond 
to be sound merely because it is a municipal, without having knowledge of the eco- 
nomic resources of the community, its taxing power, its debt load, its current financial 
position, and its management. The term municipal is used, moreover, to cover an 
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time as the financial condition of the particular municipality is revamped. 
Securities of the Federal government, of agencies of the Federal govern- 
ment, of states and municipalities normally do not fluctuate greatly in 
the market value. The market values of even the best securities do, how- 
ever, fluctuate in keeping with interest rates. With this fact in mind, these 
securities should be carried in balance sheets at values not in excess of 
market. If carried at cost, and cost is greater than market on the statement 
date, the figures should be adjusted when posting, by deducting an 
amount to bring the value of the securities to market, and by deducting 
a similar amount from the surplus account. 

Some accountants set up U.S. Treasury tax-anticipation notes as a 
deduction from accrued Federal taxes and show only the excess of such 
taxes over the amount of the notes at a so-called ‘“‘net”’ figure. Purchase 
of these tax notes does not reduce the tax liability but is an indication of 
the steps that have been taken toward meeting Federal taxes. The tax 
hability is not discharged until the tax notes have been turned over to 
the Collector of Internal Revenue in payment of taxes. It is considered 
opinion of the author that the full tax liability is a current liability 
until paid, and that the tax-anticipation notes should unequivocally be 
shown as a current asset.?° Moreover, the negotiable value of these notes 


increasingly wide variety of obligations, differing as to the nature of the security for 
their payment and as to the quality of the security. Moreover, important distinctions 
in security are sometimes to be made between longer-term bond maturities and 
between the short maturities or the short-term notes of the same obligor. Among the 
important types of bonds are general obligation bonds supported by legally unlimited 
taxing power; general obligation bonds supported by legally limited taxing power; 
general obligation bonds supported both by the taxing power and by the pledge of 
the earnings of a public service enterprise; bonds secured by one or more special 
taxes but not general obligations of the issuer; revenue bonds supported solely by the 
earnings of a public service enterprise, such as a water system, electric plant, toll 
bridge, toll road, or housing project; special revenue bonds secured under lease-rental 
contracts where the rentals are payable from general or special revenues of a govern- 
mental entity; bonds payable from the proceeds of special assessments levied on the 
benefited property but also a general obligation of the issuer; and bonds payable 
solely from special assessments. Among the important types of short-term or tem- 
porary obligations are tax anticipation notes, revenue anticipation notes, and bond 
anticipation notes. In general, the pledging of the full faith and credit of the issuer to 
the security is no longer a reliable test as to whether the security is or is not a general 
obligation; in recent years, partly to ensure negotiability of the paper under the law 
merchant, many commissions and agencies have pledged their faith and credit to 
revenue bonds, so the possession of the taxing power together with the pledge of full 
faith and credit is now regarded as an essential for a general obligation. This summary 
by no means covers all types and subtypes of municipal securities, but it does indicate 
the necessity for discrimination in the appraisal of obligations listed under this 
general title. 

20 While this undoubtedly is the preferable practice, Accounting Research and Ter- 
minology, p. 25, Bulletins (American Institute of Certified Public Accountants, New 
York, 1961), states: “. . . It was:considered acceptable, and in accordance with 
good accounting practice to show the notes in the current liability section of the 
balance sheet as a deduction from federal taxes .. . .’’ In partial explanation of an 
attempt to make this decision jibe with other accounting theory, the Bulletin contains 
the following fascinating sophistry: “It is a general principle of accounting that the 
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is not confined to the payment of taxes alone as they may be redeemed 
for cash at par. 

3. Accounts Receivable for the Sale of Merchandise. Accounts receivable 
are classified as a current asset only when they represent amounts due for 
merchandise sales in the normal course of everyday operations. A reserve 
for doubtful accounts should be set up against slow and doubtful items, 
but too often this practice is not followed, especially in the case of un- 
audited figures. If any unreasonable proportion of this item is past due 
and questionable, this fact can generally be discovered by an analysis of 
the receivables as described in Chap. XIII. If any of the receivables have 
been pledged or assigned as collateral for a loan to a commercial bank, to 
a sales or discount finance company, or to any other institution, that 
information should appear in the balance sheet, as such receivables are 
subject to the prior claims of the secured creditor. At times it does not so 
appear.”! 

Accounts receivable due for the sale of a plant, for the sale of used 
machinery, or from officers, directors, salesmen, or other employees are 
not current assets; they are miscellaneous assets. If the accounts receiva- 
ble are known to include such amounts, the figures must be adjusted by 
making these deductions so that the accounts in the current assets repre- 
sent only sales of merchandise in the normal course of business. 

Accounts receivable due from subsidiary or affiliated concerns should 
likewise be segregated and carried separately in the balance sheet. In 
every case, these items should be carefully studied and investigated. Such 
an item may represent normal sales made on regular terms that are met 


offsetting of assets against labilities in the balance sheet is improper except where a 
right to set-off exists.’’ In other words, there must be no relaxing or modifying of this 
general rule of accounting while breaking that rule! By the same theory, excess cash 
may be used as an offset against any one of several liability items. If the set-off is not 
noticed by the analyst, the relationship of the current assets to the current liabilities 
and the current liabilities to the tangible net worth will be determined incorrectly ; 
that, of course, is the basic purpose for offsetting. No one questions the fact that the 
full tax liability exists on the balance sheet date regardless of whether tax notes have 
been accumulated or not. William A. Paton analyzed the statement as follows: ‘This 
development is somewhat alarming, not because it represents anything particularly 
harmful in itself but because it constitutes a violation, or near violation, of a funda- 
mental rule of reporting, and thus may be the entering wedge to more seriously 
objectionable practices. The movement to deduct tax notes from liabilities seems to 
have originated in the desire in certain cases to maintain an apparent current ratio 
equal to the conventional minimum, or equal to some required minimum as expressed 
in a trust indenture or other underlying agreement. With tax liabilities at a phe- 
nomenal level it has sometimes been difficult, even in the case of a strong company, 
to maintain a conventional or specified relationship between the component elements 
of working capital if the tax liability was included in the liability total in the full 
amount accrued. As a means of meeting this difficulty the proposal to improve the 
ratio artificially, by the simple expedient of offsetting, has emerged . . . deducting 
tax notes owned from an accrued liability is no more warranted than would be the 
practice of deducting other government securities or even cash from such liability. 
The excuse for this departure from the rule, moreover, hardly seems adequate. 
Actual working capital position is, of course, not strengthened by the offsetting 


”) 


procedure. . . .’’—“‘Balance Sheet,” Chap. 2, p. 16, in Contemporary Accounting, a 
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promptly on those terms. On the other hand, the subsidiary or affiliate to 
which the sales were made may be in an extended financial condition and 
the particular receivables may be running several months past due. In 
view of the community of interest it may be difficult or impossible to press 
for payment and the receivables may represent at best a temporarily 
frozen asset. Moreover, particularly in unaudited statements, the accounts 
receivable from a subsidiary or an affiliate may represent, not merchandise 
sales, but direct loans for working capital, which may be repaid shortly or 
which may represent a fairly permanent loan. Because of these varieties of 
circumstances, it is always desirable to have receivables due from a sub- 
sidiary or an affiliate separate from other receivables; if in the investiga- 
tion any slight indication is found that the receivables are not due for nor- 
mal merchandise sales or that they are not or will not be paid on regular 
terms, or that the receivable is really a loan, the item should be taken out 
of the current assets and carried as a miscellaneous slow asset. In studying 
such an item, it is generally necessary not only to obtain an explanation 
from the management of the occasion and circumstance for the origin 
of the item, but also to obtain and to analyze the financial statement of 
the subsidiary or the affiliate. At times, the item may represent funds due 
not from one but from several subsidiaries and affiliates. 

The subject of accounts receivable due from subsidiary and affiliated 
concerns is treated in a particularly thorough manner in the long financial 
statement form suggested for use by the Federal Reserve Bank of New 
York. Three different figures are requested. First is the regular item of 
accounts receivable but carrying the explanation, ‘‘current and collectible 
from customers, excl. subsidiaries and affiliates.” Second is the item ‘‘ Due 
from subsidiaries and affiliates, current and collectible, for sale of goods on 
regular terms.”’ Third is the interesting segregation discussed in the pre- 
ceding paragraph, ‘‘ Due from subsidiaries and affiliates, loans, advances, 
and other receivables.” In our classifications, the first two items are current 
assets, while the third item is a slow miscellaneous asset. 

As a result of the open account practice of handling merchandise trans- 
actions, there has developed a bewildering number of wholly different 
terms of sale.22 Every industry has its own customs, and in practically 
Refresher Course for Public Accountants, edited by Thomas W. Leland (American 
Institute of Certified Public Accountants, New York, 1945). 

21'The accounts receivable of a corporation in two successive years dropped from 
$806,000 to $300,000. In investigating the circumstances, it was discovered that the 
corporation during the year had organized a subsidiary corporation to which it had 
transferred $500,000 of its receivables. These receivables had then been assigned by 
the subsidiary to a commercial bank as security for a loan. This fact failed to show up 
in the balance sheet of the parent company as the management refused to issue 
consolidated figures; the individual figures of the parent company merely showed its 
stock investment in the borrowing subsidiary. 

22 Srpiner, W. H., The Mechanism of Commercial Credit (Appleton-Century-Crofts, 
Inc., New York, 1922). See also Beckman, THEoporeE N., and Ropert BarrxELs, 


Credits and Collections in Theory and Practice, 6th ed., pp. 591-596 (McGraw-Hill Book 
Company, Inc., New York, 1955); and Terms of Sale folder, published by Dun & 


Bradstreet, Inc., New York, 1956. 
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every industry the recognized terms of sale are constantly being modified 
by particular concerns? so that a process of evolution is always going on. 
In some instances substantial inducements in the form of cash discounts 
are offered for early payment; in other cases obligations are normally 
permitted to run on open account for several months. Accounts receivable 
arising from the sale of merchandise are generally unsecured, and normally 
are very liquid. 

4. Notes Receivable for the Sale of Merchandise. The widespread use of 
open account terms of sale in American commerce resulted from the great 
changes that came about in the methods of transacting everyday business 
on a fluctuating paper currency during the Civil War and subsequently 
from the practice, beginning in the 1870’s, on the part of banking institu- 
tions of granting credit to business enterprises on an unsecured basis. 
Immediately prior to the Civil War, most manufacturers and wholesalers 
sold merchandise on credit terms that were met by notes receivable and 
trade acceptances running from 6 to 8 months. 

Today there are very few lines of business in which it is customary to 
settle trade obligations by giving promissory notes. The practice, however, 
continues to be current in some divisions of the jewelry and fur indus- 
tries.24 Promissory notes are also given at times by distributors of auto- 
mobile tires to the manufacturers of tires,?> although customary settle- 
ment in this trade is made on open book account terms. Manufacturers 
of numerous types of heavy equipment, including air conditioning, con- 
struction and road machinery, laundry equipment, bakery equipment 
and supplies, printing machinery, heavy restaurant equipment, store 
fixtures, and machine tools, frequently sell on long-term arrangements 
under which the buyer makes some down payment and gives a series of 
installment notes ranging up to 36 months, the seller holding a protective 
lien such as a chattel mortgage or conditional sales contract until the 
final installment is paid. 

23 FouLKE, Roy A., Current Trends in Terms of Sale (Dun & Bradstreet, Inc., New 
York, 1959). 


*4 Jewelry manufacturers that purchase precious stones generally pay on cash terms 
but, at times, give notes running 3 and 4 months. Jewelry retailers generally make 
their purchases on terms of 2 per cent discount in 10 days, net 30 days, but some 
retailers pay by notes running 4 to 6 months, representing seasonal terms. In the fur 
trade, the fur dealer selling to the manufacturing furrier sells on notes which have an 
average maturity of 4 months. Raw furs are sold at auction for cash to dealers, but 
from that point through the various processing and manufacturing stages, up to and 
including the final sewing of the fur garments and fur trimmings and the subsequent 
sale to retail outlets, notes and trade acceptances are used extensively. 

°° In the sale of automobile tires the customary terms used by the manufacturer 
selling to wholesalers are 10th prox. However, during the winter months of Novem- 
ber, December, January, and February, when sales to wholesalers are usually at a 
low level, manufacturers give season’s dating On shipments made in November and 
December, terms often call for equal payments in March, April, and May. No down 
payment is required. On shipments made in January and February, terms often call 
for equal payments in April, May, and June. Some sales are made on open account 
terms, and some are paid with promissory notes falling due on the above terms. 
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In practically all other lines of commercial and industrial activity, the 
practice of settling merchandise obligations by notes, being unusual, is a 
general indication that the buyer is not as strong financially as competitors 
that purchase their merchandise on regular open account terms. Under 
these circumstances, notes receivable generally arise in three ways: (1) 
when a buyer desires extra terms which are longer than those customary 
in the particular division of trade, the seller might be more inclined to 
grant the longer terms if acknowledgment of the debt is immediately made 
by a promissory note; (2) if a buyer is weak financially, a note is often 
taken as a written evidence of the obligation; and (3) to close out a past- 
due account on the theory that the obligation is thus acknowledged. In 
case of suit, the sum might thereby be more easily collected than if 
evidenced only by an open book account. With the exception of the 
specific lines of business mentioned, typical promissory notes that make 
up the item of notes receivable in the balance sheet are generally given 
by the less desirable accounts. 

Any amount due from a subsidiary or affiliate that is found to be 
included in notes receivable should be segregated, studied, investigated, 
~ and handled in the same manner as accounts receivable due from a sub- 
sidiary or affiliate. Likewise, any amounts due for sales other than mer- 
chandise in the normal course of business, such as the sale of used machin- 
ery, sums due from officers, directors, salesmen, or other employees, 
should be deducted and included as slow miscellaneous assets and not as 
current assets. 

It is not unusual to run across a balance sheet with a footnote showing 
contingent liabilities for notes receivable discounted with a commercial 
banking institution or a finance company. In this situation, the analyst 
should adjust the balance sheet by adding the amount of the discounted 
notes receivable to the item of notes receivable in the current assets, and 
then add a corresponding sum to the amount due to a bank or banks, or a 
finance company, in the current liabilities. If this practice is not followed, 
the balance sheet will not have been set up on a comparative basis so that 
an intelligent comparison may be made between respective items from 
year to year. This practice is essential for sound analytical deductions. 

5. Trade Acceptances for the Sale of Merchandise. In the years following 
the First World War, an effort was made by a group of American business- 
men to resurrect the use of trade acceptances, which had been an extensive 
medium for settling merchandise obligations from the days of the early 
colonial settlements down to the Civil War. The American Acceptance 
Council?* was organized to distribute publicity showing the distinct ad- 
vantage of selling on trade acceptance terms. 

Notwithstanding this intensified crusade, the typical American busi- 
nessmen continued to favor the established practice of settling by check 
after examining invoices or monthly statements. In addition, banking 


26 The American Acceptance Council went out of existence in 1937. 
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institutions showed no particular inclination to favor the change. In 
lines of business where a cash discount was allowed for early payments, 
the financially strong buyers naturally persisted in buying on those terms 
and in taking the discount so essential to proper modern business opera- 
tion. At the present time trade acceptances are only occasionally and 
sporadically used. They are invariably classified and carried by auditors 
and accountants as part of the notes receivable. 

6. Merchandise—Finished, in Process, and Raw Materials. Merchandise 
is the largest and the most important item in many balance sheets, of both 
large and small concerns. Unlike accounts and notes receivable, mer- 
chandise does not represent definite claims to dollars. Merchandise must 
first pass through the sales process before it reaches the stage of represent- 
ing an absolute monetary claim. The number of opportunities for mis- 
representing its value are practically limitless. The general practice of the 
more responsible business enterprise is to value inventory at cost or mar- 
ket, whichever is lower, but the very methods of determining exactly what 
is ‘cost or market, whichever is lower” are so varied and give such differ- 
ent results in the aggregate amount that they are discussed in considerable 
detail in Chap. XI. 

Until recent years, all well-managed concerns took a physical inventory, 
that is, actually counted and valued each item of merchandise on hand, 
as of approximately the statement date. Then along came the retail 
method of valuing inventory.?”? By this method a physical inventory is 
taken at least once a year in each department of the store and the inven- 
tory records adjusted to this actual count. As the retail method came into 
widespread use, concerns in many lines of industry and commerce devel- 
oped more and more accurate statistics showing a continuous record of 
incoming and outgoing stocks. These perpetual-inventory records have, in 
many large corporations, become so accurate that the book inventory 
varies only nominally from the physical inventory when taken. The inven- 
tory of less responsible and smaller concerns is often an estimated figure 
and is generally so recognized by the round numbers with which the item 
appears on the balance sheet. 

The more comprehensive financial statement forms of commercial 
banking institutions, Dun & Bradstreet, Inc., and larger mercantile con- 
cerns invariably call for a breakdown of the inventory of manufacturers 
into three parts, raw materials, in process, and finished merchandise. 

The long financial statement forms of the Federal Reserve Bank of New 
York also request a segregation of supplies under inventory, a segregation 
which, as subsequently explained, is generally carried as a slow miscel- 
laneous asset in a conservative analysis. The size of each of these divisions 
of the inventory depends upon the statement date. If the natural business 

27 See Chap. XI, pp. 308-309. 
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year?* is used, raw materials, in process, and finished merchandise will gen- 
erally be at their low point; if the date is early in the season, raw material 
will be relatively heavy; a little later, merchandise in process will be rela- 
tively substantial; and then, as manufacturing gets well under way, the 
finished merchandise will be heavy. 

Raw materials naturally have a wider market than the finished mer- 
chandise, and in case of need, generally can be sold readily. Seasoned lum- 
ber can be sold more readily than furniture, woolen and worsted cloth 
more readily than men’s or women’s suits, grey goods more readily than 
printed cotton cloth, and high-carbon-steel bars more readily than ma- 
chinery. The analyst must keep in mind at all times when he is studying 
financial statements that he is really analyzing the business, and that the 
condition reflected by financial statements on his desk has changed while 
those very figures were being prepared. Perhaps 2 or 3 or 4 months have 
passed since the statement date, and the raw material on hand has in- 
creased or decreased. Whether it is more or less can be reasoned from a 
knowledge of the seasonal operations of the concern, but confirmation of a 
most exact and reliable nature may be obtained by requesting that the 
figure of the inventory be broken down into these three divisions as of 
the first of the current month as shown by the perpetual-inventory rec- 
ords, when such records are kept. 

Merchandise in process generally represents the value of raw material 
to which has been added labor and a proper proportion of the indirect 
expenses of production such as light, heat, power, depreciation on ma- 
chinery, and burden. Where highly coordinated cost systems have been 
properly instituted and carried out, it is possible to value this part of the 
inventory with real accuracy. To smaller manufacturers the costs of carry- 
ing on such systems are prohibitive. ‘‘ However crude the accounting sys- 
tem, no concern of any size is without some sort of cost records,”’ explained 
Montgomery from the viewpoint of the auditor. “It may be difficult to 
get access to them, because many so-called practical superintendents are 
strangely uncommunicative about their determinations of cost. They con- 
tend, with much vigor, that modern cost systems are complicated and not 
good. These superintendents believe that they can calculate their costs 
accurately without so much detail; but they rarely consent, voluntarily, 
to open up their records. Yet there is nearly always somebody who pre- 
pares cost figures. ... 79 

The inventory of retail and wholesale enterprises is finished merchan- 
dise purchased from others. That portion of the inventory of a manufac- 
turer which is finished merchandise has been produced on the premises, 


28 See Chap. VII, pp. 210-217. 
29 Monrcomery, Rosert H., Auditing Theory and Practice, 6th ed., p. 146 (The 


Ronald Press Company, New York, 1940). 
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and the value, as we have seen, is a computed cost. There is always the 
necessity of making a sale to convert the finished merchandise, part by 
part, into receivables or, in the case of cash retail stores, into cash. At 
times, merchandise that is partly or wholly worthless from a market 
point of view, because of age and general deterioration, or because of 
changes in demand, style, and fashion, is included. In such cases the 
inventory is correspondingly inflated and heavy, and it is the job of the 
analyst to interpret that condition from his study of the figures. 

In many audited and unaudited balance sheets, the item of supplies 
is carried in the inventory. Supplies might consist of coal at a mill, 
wrapping paper and twine in a retail store, boxes in an apple orchard, 
stationery and office supplies in any good-sized concern. In analyzing 
balance sheets, any item of supplies carried in the inventory should be 
deducted and carried among the slow miscellaneous assets. Even though 
the supplies may be valuable and will gradually be utilized, the fact 
remains that such an item is no part of the inventory; it should always be 
segregated; and it is rarely, a current asset. 

7. Advances on Merchandise. An advance on merchandise is a slower 
asset than merchandise, as the initial step of obtaining possession of the 
merchandise must be made before the merchandise may then be con- 
verted into accounts or notes receivable. This item is an important one 
in case of fruit and vegetable canners that advance seed and fertilizer, 
or make loans to farmers to finance the growing of the crops needed for 
canning. It is important to manufacturers obtaining parts for an assembly 
line from outside concerns that are in weak financial condition and that 
require the advance of funds to carry on their operations. 

8. Readily Marketable Securities. An item of marketable securities, 
to be carried as a current asset, must represent invested surplus cash 
which has been put into stocks or bonds which are known to be readily 
marketable and which may be liquidated at a moment’s notice when the 
cash is needed in the business. Such securities generally are listed on a 
national security exchange, although in occasional instances they may 
represent stocks in banks, trust companies, insurance companies, or 
well-known industrials, or public utilities, which are known to have an 
active over-the-counter market. These securities should be valued at cost 
or market, except when cost is greater than market. 

If there is any doubt whatsoever as to whether a particular security 
has an active market, it should be eliminated from the current assets. 
If any securities are included which obviously are owned for the purpose 
of controlling a substantial interest in one or more corporations, and 
not as a short-term investment, the values of these securities should be 
transferred from the current assets to miscellaneous assets. 

Marketable securities are constantly fluctuating in quoted value. Many 
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operating managements, however, continue to carry the investments at 
cost. Obviously, securities which have cost $50,000 and have dropped to 
$35,000 in market value should not be carried in the current assets at 
$50,000. The fact that the investment, at times, is carried at the cost of 
$50,000 is one of the conventions of the accounting profession. These 
assets are currently worth no more than the market quotation, no matter 
what the cost might have been. In fact, if the securities consist of a large 
block of stocks or bonds, and there is little support to the market at the 
time, even the market quotation may not be realized in full liquidation. 
In this predicament it is advisable for the analyst to adjust the value of 
the securities to market, reduce the surplus the same amount, and then 
carry the item in the current assets. Such an adjustment is necessary to 
obtain a clear picture of the financial condition of the business enterprise. 
Rules of the Securities and Exchange Commission define marketable 
securities when carried as a current asset as follows: 


Include only securities having a ready market. Securities of affiliates shall not be 
included here. State the basis of determining the amount at which carried. The 
aggregate cost, and aggregate amount on the basis of current market quotations, 
shall be stated parenthetically or otherwise.*° 


Simultaneously, a registrant must file a schedule with the Securities and 
Exchange Commission giving the name of each issuer of a marketable 
security which is owned with the title of the issue, the number of shares 
or the principal amount of bonds and notes owned, the value at which 
each security is carried in the balance sheet of the registrant, and the 
value based on current market quotations at the balance sheet date. Each 
issue must be stated separately, except ‘“‘that reasonable groupings, with- 
out enumeration, may be made with respect to (1) securities issued or 
guaranteed by the United States government and (2) investments as to 
which the aggregate amount”’ carried in the balance sheet “is not more 
than two per cent of total assets.’”’*! 


Fixed Assets 


Adam Smith defined fixed assets just as soundly as he defined current 
assets. ‘‘Some part of the capital of every master artificer or manufacturer 
must be fixed in the instruments of his trade,” he carefully wrote many 
years ago. “This part, however, is very small in some, and very great in 
others. A master tailor requires no other instruments of trade but a parcel 
of needles. Those of the master shoemaker are a little, though but a very 
little, more expensive. Those of the weaver rise a good deal above those of 


30 Regulation S-X, Rule 5-02-2 p. 9, Oct. 15, 1964. 
31 Tbid., Rule 12-02, p. 54. 


86 BACKGROUND ANALYSIS 


the shoemaker. The far greater part of the capital of all such master artifice 
ers, however, is circulated either in the wages of their workmen, or in 
the prices of their materials, and repaid with the profit by the price of the 
work. In other works, a much greater fixed capital is required. In a great 
ironwork, for example, the furnace for melting the ore, the forge, the slit 
mill, are instruments of trade which cannot be erected without a very 
great expense. In coal works, and mines of every kind, the machinery 
necessary both for drawing out the water and for other purposes, is fre- 
quently still more expensive.’’*? 

Fixed assets are items not readily convertible into cash in the normal 
operations of a commercial or industrial business enterprise. These items, 
unlike inventory, are not subject to periodic purchase and sale. They are 
fairly permanent and although of the utmost importance to a going busi- 
ness enterprise, they are not liquidated in the orderly operations of a busi- 
ness except as depreciation is added to the cost of goods sold. As Paton and 
Littleton explain in their synthesis, ‘A unit of plant is a ‘store’ of service- 
capacity, and the service is rendered in terms of the entire active history 
of the unit. . . . These ‘assets’ are in fact ‘revenue charges in suspense’ 
awaiting some future matching with revenue as costs or expenses.’’*? In a 
small concern they generally consist of one item, namely, fixed assets; in a 
large corporation they may consist of several or all the following six 
items: 


Land 

. Buildings 

. Machinery, tools, and equipment 
. Furniture and fixtures 

. Trucks and automobiles 

6. Leasehold improvements 


Few businesses with a tangible net worth of less than $35,000 own 
land for business purposes, although the balance sheets of unaudited 
proprietorships and partnerships often contain such an item, representing 
outside means of the principal or principals. Manufacturing concerns are 
the only ones that have such items as machinery, tools, and equipment on 
their books, and generally only the larger retail stores or chain organiza- 
tions carry an item such as leasehold improvements. The figures at which 
any of these items are carried in the balance sheet may be the original 
cost, less accumulated depreciation; it may be a figure based on reap- 
praisal; it may represent an estimate based upon the probable reproduc- 
tion cost, or upon some other valuation, particularly in smaller concerns. 


3 The Wealth of Nations, p. 263. 
88 Paton, W. A., and A. C. Lirrieron, An Introduction to Corporate Accounting 
Standards, pp. 25, 82 (American Accounting Association, Chicago, 1940). 
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Land should, as a general rule, be shown separately in a balance sheet as 
it is not ordinarily subject to depreciation.*4 There, it should be excluded 
from the other depreciable assets so as to reveal the valuation against 
which the reserve for depreciation is properly applicable. 

A piece of land, a building, or a plant that 10 years ago cost $100,000 
may have a current economic value of only $25,000. If the asset was land, 
it would generally be carried on the books at the cost of $100,000. If the 
asset was a building or a plant it would generally be carried at cost plus 
improvements, less accumulated depreciation. The fact that such an asset 
had fallen materially in market value might have been due to a depres- 
sion, to the fact that the asset was purchased at an inflated figure, or to 
the fact that the neighborhood had changed and values had accordingly 
fallen. That an asset would be carried in a balance sheet at cost, consider- 
ably in excess of its actual economic value, is another so-called “ conven- 
tion” of the accounting profession. It was such fixed assets of which 
George O. May apparently was thinking when he explained, “ Writers of 
textbooks on accounting speak of the purpose of the balance sheet as 
being to reflect the values of the assets and the liabilities on a particular 
date. They explain the fact that in many balance sheets certain assets are 
stated at figures which are obviously far above or far below true values by 
saying that the amounts at which such assets are stated represent ‘con- 
ventional’ valuations. Such statements seem to involve a misconception 
of the nature of a balance sheet.’’*> According to this school of thought a 
balance sheet is not supposed to reflect economic values, but merely values 
that have not been used up in business operations. 

It was this very point to which MacNeal took violent exception. For 
him, a balance sheet would be more nearly correct if fixed assets that had 
market values were carried at market—this might well involve annual 
appraisals—and nonmarketable reproducible assets at replacement cost 
less depreciation. For him appraisals, no matter how vast or complicated, 
would give values in balance sheets more representative of actual values 
than carrying at $100,000 a plant which was generally and widely known 
to be worth less than $25,000.*® 

An elaborate schedule of property, plant, and equipment must be filed 
by registrants with the Securities and Exchange Commission. This sched- 
ule must give the major classifications, if practical, such as land, buildings, 


34 LenHart, Norman J., and Puitip L. Deriiesn, Monigomery’s Auditing, 8th ed., 
p. 263 (The Ronald Press, New York, 1957). 

35 May, Grorce O., Audits of Corporate Accounts. Correspondence between the 
Special Committee on Cooperation with Stock Exchanges of the American Institute 
of Accountants and the Committee on Stock List of the New York Stock Exchange, 
1932-1934. 

36 MacNrat, KENNETH, Truth in Accounting (University of Pennsylvania Press, 
Philadelphia, 1939), 
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equipment, and leaseholds, the value at the beginning of the period, 
amount of additions at cost, amount of retirements or sales, other changes 
—debit or credit—and the amount at the close of the period. Simultane- 
ously the registrant is requested to “comment briefly on any significant 
and unusual additions, abandonments, or retirements, or any significant 
and unusual changes in the general character and location of principal 
plants and other important units, which may have occurred within the 
period.’’3” 


Miscellaneous Assets 


Miscellaneous assets are those not included in the preceding two groups 
(that is, current assets and fixed assets) which are not of an intangible 
nature. They are like the odd pieces of furniture that go to furnish a home, 
not absolutely essential so far as livability is concerned but necessary to 
round out the comfort. Miscellaneous assets consist of a variety of items, 
the more common of which are the following: 


1. Cash surrender value of life insurance 

Due from officers, directors, and employees 

Investments 

Investments in and advances to subsidiaries and affiliates 
Deferred charges and prepaid expenses 


SUR SOARS 


1. Cash Surrender Value of Life Insurance. Insurance is taken out, from 
time to time, on the lives of officers, partners, or executives of a business 
enterprise and the premiums paid by the business. At death the proceeds 
of the insurance policies are paid to the concern. Part of the premiums 
paid on life insurance of this nature generally accumulate and have a cash 
surrender value which is carried as an asset in the balance sheet. 

An occasional accountant sets up the cash surrender value of life insur- 
ance as a current asset; most accountants now treat the item as a miscel- 
laneous asset, keeping in mind, however, that it is an asset generally 
worth the stated amount. Occasionally the writer has run across situa- 
tions where, upon inquiry, it was learned that a particular item was not 
the cash surrender value but the aggregate of all premiums paid, an 
amount somewhat greater than the cash surrender value and so inflated 
from the viewpoint of actual value. Such a practice would seem to have 
little justification. Those who consider the cash surrender value of life 
insurance as a current asset do so on the theory that current assets 
represent the sum of cash and all items that are readily convertible into 
cash. Almost every asset in the balance sheet, however, may readily be 
turned into cash if the price is sufficiently low. 


7 Regulation S-X, Rule 12-06, p. 56, Oct. 15, 1964. 
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The cash surrender value of life insurance is in the nature of a fairly 
permanent growing investment. Rarely is it turned into cash. The item 
grows from year to year as additional premiums are paid, up to the time 
that the business enterprise obtains a windfall at the death of the insured, 
or until the concern goes out of business. When cash is needed in an emer- 
gency, the cash surrender value of life insurance is often pledged as secu- 
rity for a loan from the underwriting life insurance company or from a 
commercial banking institution. The item then is out of temporary reach 
of general creditors or investors. It is evident from this explanation that 
in no sense of the word does the cash surrender value of life insurance 
create working capital, nor can it be used to meet current liabilities in the 
normal course of business operations. 

2. Due from Officers, Directors, and Employees. Under unusual circum- 
stances, comparative figures may indicate that an increasing amount of 
funds is being loaned to one or more officers, directors, and employees. 
Diligent inquiry might develop the fact that one or several officers are 
living beyond their means and that funds are being borrowed from the 
business for vacation or other expenses, a policy which, in time, has 
_wrecked many enterprises when the borrowed amount had reached large 
proportions and could not be repaid. On the other hand, amounts due 
from officers, directors, and employees may be decreasing as monthly pay- 
ments are received on account. 

Amounts due from one or more officers, directors, and employees for 
advances are occasionally lumped with receivables for the sale of merchan- 
dise. This fact, if the amount is relatively large, may generally be dis- 
covered by the analysis of the receivables as described in Chap. XIII. If 
the exact amount may then be learned from the management, the balance 
sheet must be adjusted by decreasing the receivables by the amounts due 
from officers, directors, and employees and carrying this item as a mis- 
cellaneous asset. 

A separate schedule of this item is requested from registrants by the 
Securities and Exchange Commission. This schedule must show the name 
of each debtor, the amount of receivables at the beginning of the account- 
ing period, additions if any, amounts written off as uncollectible from 
each debtor, collections from each debtor, and the balance receivable at 
the end of the accounting period divided into two parts, current and 
noncurrent. *8 

3. Investments. Investment is a mystery item and a full explanation 
should always be obtained, with a detailed breakdown showing how each 
part is valued. Never should an item of investments be passed by or over- 
looked. It is a most uncertain and frequently a most misleading item. 
Under this head there may be included securities of the Federal govern- 


38 Tbid., Rule 12-03, p. 54. 
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ment, securities or an investment of a speculative nature, listed and 
unlisted, or securities which are absolutely worthless. The investment 
may be in some other operation or corporations, or in a property that has 
nothing to do with the conduct of the main enterprise. This item often 
has a distinct bearing upon a clear understanding of the financial con- 
dition of a business enterprise. 

Here, for example, is a simple item of investments carried at $100,000 
in a balance sheet. What does the item represent? The balance sheet 
could be studied indefinitely and under existing accounting conventions 
no analyst would be one whit the wiser: he would never discover whether 
the item was a current asset or a slow asset. Let us see what such a simple 
item could mean, what it could actually represent. 

In the first place, the entire $100,000 might represent the value of 
listed securities, stocks, and bonds purchased for investment with surplus 
funds. But even here some additional explanation is necessary to deter- 
mine whether the $100,000 represents the cost of the securities, or their 
market value on the date of the statement; or even cost or market, which- 
ever is lower, for each of the securities that make up the total. This 
information, according to present-day accounting practice, should be 
included in the balance sheet.*® Often it is not. The interpretation of 
this item in any analysis would be very different if the cost were $100,000 
and the market value on the statement date only $40,000, than if the 
item represented cost of $100,000 and the market value were $140,000.*° 

In the second place, the item might represent not listed stocks and 
bonds purchased for temporary investment, but controlling stock interest 
in one or several subsidiaries that the corporation had organized to 
carry on certain specific operations. Even then the analyst would have 
very limited information. At this point, if there were several subsidiaries, 
he would need a detailed breakdown giving the name of each subsidiary 
and the amount at which the investment in each was carried in this item. 
He would need additional information of an intimate character as to 
whether the stock interest in each of the subsidiaries was carried at cost, 
at book value, or possibly at some arbitrary figure. If detailed individual 
balance sheets could be obtained showing the financial condition of each 
of the subsidiaries, it would be evident at a glance whether the investment, 

8° “The balance sheet description should indicate the basis on which the amount 
(marketable securities) is stated, whether cost, current market, or other. If the bal- 
ance sheet amount is substantially different from the currently quoted values, then 
the amount of the latter should also be stated.’”,—Sanprrs, THOMAS Henry, Henry 
Rand Harrretp, and Unprernitt Moors, A Statement of Accounting Principles, 
p. 72 (American Institute of Certified Public Accountants, New York, 1938). Regula- 
tion S-X, Rule 5-02-2, of the Securities and Exchange Commission, regarding the 
treatment of readily marketable securities has been quoted on p. 85. 


*° In accounting theory, readily marketable or listed securities should be carried as 
Marketable Securities and not under a caption of Investments. 
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in each subsidiary was carried at its respective book value in the indi- 
vidual balance sheet of the parent company, or on some other basis. 
Then a separate analysis would need to be made of the balance sheets of 
each of the subsidiaries to determine whether they were in sound financial 
condition, or, as occasionally happens, whether one or several were on 
the verge of bankruptcy. 

In the third place, the item might represent a conglomeration of stock 
interests, each moderate in amount, in a large number of business enter- 
prises. Some of these investments might have been made over the years to 
assist officers and directors in outside ventures or to assist friends in per- 
sonal ventures; some might represent stock investments made in accord- 
ance with business policies to hold or to build up sales, as when an institu- 
tional wholesale grocer purchases an interest in a successful restaurant; 
and still others might represent securities accepted in reorganizations 
where the concern was a creditor. 

To obtain the exact information in any individual case, it is necessary 
to secure a detailed segregation of the amount of the investment carried 
in the balance sheet, with verbal explanations regarding each item in 
that breakdown from someone in the operating management. Further 
explanations would then be needed to ascertain whether one, or several, 
or all the items were valued at cost, market, book value, or some arbitrary 
amount. Not only could an investment item represent any one of these 
three types of assets but it could also represent the entire three types 
together. What chance would any analyst have of utilizing such an item 
in an intelligent study of the figures without the quite comprehensive 
information outlined in the preceding paragraphs? An item of investments 
is always important because the actual value might be appreciably above 
or below that shown on the balance sheet. 

4. Investments in and Advances to Subsidiaries and Affiliates. An all- 
inclusive item of investments in and advances to subsidiaries and affiliates 
also has characteristics of a far-reaching nature which always need expla- 
nation. Such an item with its complexity and almost infinite ramifications 
has arisen from the development of big business and of the corporation as 
the basic unit of modern business. In order to evaluate its significance, 
supplementary information must be obtained from some member of the 
management or from the accountant. 

Let us consider this item by steps. First of all, the item must be broken 
down into its component parts showing the respective amounts carried as 
investments in each subsidiary*! and each affiliate,4? and the respective 


41 A subsidiary is a corporation, the majorities of the voting stocks (generally the 
common stock) of which are owned by another corporation. The owning concern is 
called the parent corporation. An enterprise may be a subsidiary of one corporation 
and the parent of another corporation. A subsidiary is wholly owned when the entire 
outstanding capital stock is owned by the parent corporation. A subsidiary is partly 
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individual amounts carried as advances to each subsidiary and each 
affiliate. Second, an explanation must be obtained concerning the exact 
basis on which the investment is carried in each particular subsidiary or 
affiliate, at cost, at market if there is a ready market for the stock, at 
book value, or at some arbitrary figure. Third, individual balance sheets 
should be obtained on each subsidiary or affiliate. From these balance 
sheets and with prior information regarding the per cent of interest 
owned in each corporation, the analyst may then determine whether the 
investment in each enterprise is carried at cost, above, or below book 
value. If a 60 per cent interest in a subsidiary is carried at cost of $180,000 
and the individual figures of the subsidiary show a tangible net worth 
of $110,000 and a loss on operations for the year, it is evident that the 
balance sheet under analysis is inflated by this one item to the extent of 
$114,000, the difference between 60 per cent of $110,000, or $66,000, 
and $180,000. 

Fourth, after the advances are segregated to show the amount due 
from each subsidiary and affiliate, an explanation is needed to under- 
stand how each advance arose. Does a particular advance represent a 
loan, or does it represent an amount due for the sale of merchandise? 
If the advance was made as a loan, has it been running for several years 
or several months? Is it a long-term loan that was made to keep the 
enterprise alive or is it a short-term loan merely to cover a seasonal peak? 
From a study of the individual figures of the debtor corporation, the 
analyst at this point should determine whether the loan, in his judgment, 
is likely to be repaid in the near future or has already become frozen. 
If the item arose from the sale of merchandise, was the sale made on 
regular or on special terms? If made on regular terms, have similar 
obligations in the recent past been paid on those terms? If made on special 


owned when only part, but controlling interest in the voting stock, is owned by the 
parent corporation. In the evolution of big business in the United States, an almost 
infinite number of complicated family arrangements have been created with successive 
layers of wholly and partly owned subsidiaries. In such situations it is often necessary 
to make a chart of the family connections in order to understand the relationships 
clearly. The Securities and Exchange Commission defines a “significant subsidiary”’ 
as a subsidiary that meets any one of the following conditions: “(a) The assets of 
the subsidiary, or the investments in and advances to the subsidiary by its parent and 
the parent’s other subsidiaries, if any, exceed 15 per cent of the assets of the parent 
and its subsidiaries on a consolidated basis, (b) the sales and operating revenues of 
the subsidiary exceed 15 per cent of the sales and operating revenues of its parent 
and the parent’s subsidiaries on a consolidated basis, (c) the subsidiary is the parent of 
one or more subsidiaries and together with such subsidiaries would, if considered 
in the aggregate, constitute a significant subsidiary .’’—Regulation S-X, p. 2, Oct. 15, 
1964. 

“ An affiliate is a corporation in which a part interest is owned by another cor- 
poration, or by a member or members of the operating management of another 
corporation. A subsidiary is an affiliate, but an affiliate is not necessarily a subsidiary. 
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terms, what are those terms, why were they extended, and, from the 
analysis of the figures, is the obligation likely to be repaid at maturity? 

Rules of the Securities and Exchange Commission require a registrant 
to file a schedule with extensive information regarding any investment in 
the securities of subsidiaries or affiliates. This schedule includes the name 
of each such subsidiary or affiliate with the title of the security owned in 
each case, the number of shares or principal amount of bonds or notes and 
the value in dollars at the beginning of the period, the amount of increase 
in units and dollars for each security, and the balance at the end of the 
period in units and dollars. The securities are required to be “grouped 
separately for (1) subsidiaries consolidated; (2) subsidiaries not consoli- 
dated; and (3) other affiliates, showing shares and bonds separately in 
each case.’’43 

Registrants, as a general policy, must file individual figures with the 
Securities and Exchange Commission, as well as consolidated or partly 
consolidated figures including the assets and liabilities of all or some of the 
subsidiaries. In these individual figures, the rules of the Commission re- 
quire that securities of subsidiaries and affiliates must be stated separately 
for amounts which in the related consolidated balance sheet are (1) elimi- 
nated and (2) not eliminated. Likewise, the indebtedness of subsidiaries 
and affiliates to the registrant, which for any reason is not considered a 
current liability, must be stated separately in the individual balance sheet 
of the registrant for that indebtedness which in the related consolidated 
balance sheet had been (1) eliminated and (2) not eliminated. *4 

5. Deferred Charges and Prepaid Expenses. The two items of deferred 
charges and prepaid expenses “‘are generally considered to represent the 
balance of amounts paid for services not yet received from the payee, 
such as insurance premiums for which the insurance company still must 
provide coverage. Deferred charges on the other hand usually represent 
the balance of amounts paid for goods or services which have been re- 
ceived and for which the payee has no further obligation. Thus the pro 
rata amount of rent paid applicable to the unexpired portion of a lease is 
a prepaid expense, while the cost of experimental work that may reasona- 
bly be expected to produce income in the future is a deferred charge.” * 
This technical distinction is not always followed. 

The item might appear in balance sheets under varied captions: de- 
ferred (or prepaid) assets, deferred (or prepaid) items, deferred (or pre- 
paid) expenses. For industrial and commercial concerns such an item 
usually covers prepaid rent, insurance, interest, and commissions. These 
expenses generally are paid in advance, and to the extent that the services 


48 Regulation S-X, Rule 12-04, p. 55, Oct. 15, 1964. 
44 Tbrd., Rules 5-01-9 and 5-01-10, p. 9. 
45 LENHART AND DEFLIESE, op. cit., p. 307. 
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have not been wholly used or consumed, they are carried in a balance sheet 
and are applicable to a later period. They are of varying importance, al- 
though it is an exceptional situation when the item is relatively large. In 
occasional balance sheets the item is broken down into component parts. 


Intangible Assets 


Intangible assets are not available for the payment of the debts of a going 
business. They depreciate greatly in case of liquidation. Rarely are they 
found in the balance sheets of small concerns. The principal intangible 
items are: 


Bond or debenture discount 
Brands 

Catalogues 

Contracts 

Copyrights 

Designs 
Development expense 
Drawings 

Formulas 

10. Franchises 

11. Good will 

12. Leaseholds 

13. Licenses 

14. Magazine titles 

15. Mailing lists 

16. Models 

17. Organization expense 
18. Patents 

19. Patterns 

20. Processes 

21. Subscription lists 

22. Tracings 

23. Trademarks 

24. Trade names 

25. Treasury stock, when carried as an asset 


ee Pim elle h ar? ae a a 


co 


Thirty years ago, items of an intangible nature were far more common 
in balance sheets than they are today. Since the introduction and the 
spread in the use of no-par stocks, it has been unnecessary to use such 
items for legal fiction.** Managements of many corporations that have 


a One of the principal reasons for the creation of no-par stock has been the elimina- 
tion of fictitious intangible values recorded in the books and approved by the directors 
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good will of real value, indicated by a high rate of sustained earnings, now 
refuse to set up such an item in their balance sheets. This situation comes 
to light in cases of mergers and consolidations where the capital stock of 
one corporation receives much greater relative weight because of the 
larger sustained net earnings. 

Of the intangible items listed above, treasury stock is now the most 
common. This item arises from the practice of a corporation in repurchas- 
ing shares of its own stock. While it is the consensus of students of ac- 
countancy that treasury stock should be treated as a deduction from 
capital stock, the item is carried quite commonly in the assets at the pur- 
chase price until retired or resold. As the corporate form of organization 
has become more prominent, treasury stock has appeared with greater 
frequency. Of the other items, those which the analyst is likely to come 
across more or less frequently are patents, copyrights, good will, organiza- 
tion expenses, development expenses, patterns, leaseholds, trademarks, 


and trade names. 
In determining the tangible net worth of a concern, the value at which 


any of these intangible items is carried in the balance sheet is deducted 
from the net worth (that is, the proprietary interest) in proprietorships or 
partnerships, and from the sum of the capital stocks and surpluses in cor- 
porations. A business enterprise with $100,000 of outstanding 5 per cent 
cumulative preferred stock, $100,000 of common stock, and an earned 
surplus of $42,976 would have a net worth of $242,976. If, in the asssets 
of the balance sheet, there were an item of development expenses carried 
at $10,362 and an item of treasury stock carried at $6,942, or total in- 
tangible items of $17,304, then this total would be deducted from the net 
worth of $242,976 to give a tangible net worth of $225,672. 


LIABILITIES 


The liabilities of a small business enterprise such as a newsstand, a 
stationery store, or a cigar store might consist of only two items, accounts 
payable for merchandise and net worth. Large corporations such as manu- 
facturers of automobiles, wholesale hardware dealers, and installment 
furniture stores might have 15 or 20 items including accounts payable, 
notes payable for merchandise, bank loans, provisions for taxes, due to 
officers and directors, accruals, funded debts payable over the years, and 
various classes of outstanding capital stock. The classification of these 


in the case of par-value stock in order that the amount of the assets might be made to 
equal the amount of the liabilities and capital stock. . . . The trend of public opinion 
seems to be in this direction, and it is becoming more and more common to eliminate 
intangible values altogether or to carry them at a nominal value only.” —BruNDAGE, 
Percivau F., ‘Treatment of No-par-value Stock in New York, New Jersey, and 
Massachusetts,” “The Journal of Accountancy, Vol. XLI, No. 4, p. 246, April, 1926. 
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items is not as difficult as the classification of items in the assets, but 
they do need considered attention. 

All items on the liability side of balance sheets of commercial and 
industrial concerns fall into three broad groups: current liabilities, 
deferred liabilities, and, in accordance with the term used in this volume, 
net worth. 


Current Liabilities 


Current liabilities, from the viewpoint of an analyst are all short-term 
obligations generally due and payable within 1 year.‘’ They are usually 
incurred in the normal course of business and must be paid on fairly 
definite dates. A debt may be for a short-term bank loan running from 
3 to 6 months, for the purchase of merchandise, for the premium on an 
insurance policy, for rent, or for accrued interest on a mortgage. In every 
case the liability is a definite one. Quite often values on the asset side 
shrink; obligations never shrink, and it is not unusual for the liability 
side to increase when debts are discovered which apparently were casually 
overlooked. Current liabilities generally consist of one or several of the 
following items: 


1. Notes payable to banks 

2. Notes payable and trade acceptances for merchandise, machinery. 
or equipment 

. Accounts payable 

. Loans payable 

. Accruals 

. Deposits 

. Advance payments 

. Reserves for taxes 

. Dividends declared but not paid 


O con & Or PP 


“““The term current liabilities is used principally to designate obligations whose 
liquidation is reasonably expected to require the use of existing resources properly 
classified as current assets, or the creation of other current liabilities. As a balance 
sheet category, the classification is intended to include obligations for items which 
have entered into the operating cycle, such as payables incurred in the acquisition 
of materials and supplies to be used in the production of goods or in providing services 
to be offered for sale, collections received in advance of the delivery of goods or per- 
formance of services, and debts which arise from operations directly related to the 
operating cycle, such as accruals for wages, salaries, commissions, rentals or royalties, 
and income and other taxes. Other liabilities whose regular and ordinary liquidation is 
expected to occur within a relatively short period of time, usually twelve months, are 
also intended for inclusion, such as short-term debts arising from the acquisition of 
capital assets, serial maturities of long term obligations, amounts required to be 
expended within one year under sinking fund provisions, and agency obligations 
arising from the collection or acceptance of cash or other assets for the account of 
third persons.’’—Accounting Research and Terminology Bulletins, pp. 21-22 (American 
Institute of Certified Public Accountants, New York, 1953). 
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10. Reserves for contingencies against possible losses 
11. Current maturity of a funded debt 


In the study of the individual items that make up the current assets, 
it was shown how easily each of these various items could be inflated pur- 
posely or by oversight, and how important it was for the analyst to adjust 
the figures by making deductions for such excesses which really belonged 
in the miscellaneous group of slow assets. In the study of current liabilities, 
the problem is just the opposite; the auditor or the bookkeeper who pre- 
pares the balance sheet occasionally omits from the current liabilities 
items which the analyst must include. A bank overdraft is at times placed 
in the current assets in red ink indicating a deduction; actually the item is 
a debt and should be carried as a current liability. A reserve for Federal 
income taxes at times is omitted, more particularly on interim balance 
sheets; unless the analyst notices the omission and computes and adds the 
approximate amount of the tax, his analysis will be unsound. With exist- 
ing high tax rates, the amount involved may be very substantial. 

In case of financial difficulty and subsequent liquidation of a business, 
all creditors, except those that have received priority under the law, ex- 
pect to share in the assets in proportion to their just claims. If a loss is 
involved, the unsecured creditors share the loss pro rata. When certain 
assets such as discounted notes receivable, the assignment of accounts 
receivable, warehouse receipts covering merchandise, factor’s lien on mer- 
chandise, cash surrender value of life insurance, or marketable securities 
are pledged to secure some one or a limited number of creditors, then the 
risk of all other creditors is greatly increased. As a result it is extremely 
important that a balance sheet clearly disclose the amount of liabilities 
which are secured claims, and the assets which are specially pledged to 
secure these claims. Without this information, the balance sheet cannot 
be intelligently analyzed, and new creditors will have no idea that they 
are junior to certain other creditors. 

Concerns in healthy financial condition have no occasion to pledge 
assets to banks or other creditors for short-term credit. So, whenever cer- 
tain assets are so pledged, that very fact is an indication that some credi- 
tor, who has presumably made a more or less intimate study of the 
financial condition of the business, is dissatisfied and has insisted upon 
the pledge of some type of security to protect his claim. At times, a wise 
or knowing creditor will insist upon the guaranty of an obligation by the 
principal stockholder in a corporation or a parent corporation for added 
protection; this information is often difficult for the analyst to obtain 
except through a most thorough and painstaking outside investigation. 
These situations represent tacit admissions of weakness that should never 
be overlooked. 

1. Notes Payable to Banks. It is good accounting practice to show the 
various note obligations separately in a balance sheet: notes payable to 
banks, notes payable and trade acceptances for merchandise, notes pay- 
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Form CB 9 
‘Statement Form Suggested By 
Fspenat Reserve BANK OF Nsw YORK 


FINANCIAL 


ADDRESS... = = 
We make the following stateme: 


to... 


and give other material information for the purpose of obtaining advances on no 
guaranty, and for obtaining credit generally upon present and future applications. 


STATEMENT 


PARTNERSHIP 
(SHORT FORM) 


close of hestaoas onithe date indicated above 


BALANCE 


SHEET 


ASSETS 


LIABILITIES and NET WORTH 


Cash on Hand $ 


Notes Payable to Banks — Unsecured $s 
Direct borrowings only 


Cash in Banks 


Notes Payable to Banks — Secured 
Direct borrowings only 


Notes Receivable — Current & Collectible 
From customers, excluding affiliates 


Notes Payable to Trade Suppliers 
Excluding afbliates 


Accounts Receivable — Current & Collectible 
From customers, excluding affiliates 


Notes Payable for Machinery & Equipment 


Due within one year 


Due from Affiliates — Current & Collectible 


For sale of goods on regular terms 


Accounts Payable to Trade Suppliers 
Excluding _athliates 


Inventory 


Advances & Deposits from Customers 


Life Insurance — Cash Surrender Value 
(Do not deduct loans) 


Loans against Life Insurance 


Securities — Readily Marketable 
U. S. Government & listed on Stock Exchanges 


Due to Affiliates 


Due to Partners 


Total Current Assets $ 


Due to Relatives & Friends 


For loans, advances & other payables 


Securities — Not Readily Marketable 
Unlisted stocks & bonds 


Real Estate Mortgages Payable 
Mortgages & installments due within one year 


Investments in Affiliates 


Due from Affiliates 
Loans, advances & other receivables 


Accrued Liabilities 
For taxes, wages, interest, etc. 


Mortgages Owned 


Total Current Liabilities $ 


Land 6 Buildings 


(Do not deduct mortgages or depreciation reserve) 


Notes Payable for Machinery & Equipment 
Due after one year 


Leasehold Improvements 
(Do not deduct amortization reserve) 


Real Estate Mortgages Payable 
Due after one year 


Machinery, Equipment, Furniture & Fixtures 
(Dg not deduct mortrages or depreciation reserve) 


Other Deferred Liabilities 


Due after one year 


Notes & Accounts Receivable 
Past due. slow or doubtful of collection 


— 
Due fr: Parti sy, 
oansy advanceriae other recetvables Total Liabilities s 
Due from Employees, Relatives & Friends Depreciation & Amortization Reserves 
Loans, advances & other receivables 
Prepaid Expenses Other Reserves 
Taxes, insurance, interest, rent, etc. 
Goodwill, Patents. Trademarks, etc. 
Net Worth — General Partners’ Account 
— Special Partners’ Account 
TOTAL ASSETS $ TOTAL LIABILITIES &6 NET WORTH $ 
OPERATING STATEMEN T—Forthe................. month porlod ended... ec.-ccecccsenssesesseseeses snnnennesesonennmseeneenees meee 
Gross Sales. ae, rg: Administrative, General & Selling Expenses (Incl. 
Less Discounts, Returns & Allowances fe depreciation & amortization $ ) 
$ Net Operating Profit S} Bas ee ae 2 oe ES 


Cost of Sales (Including depreciation & 
amortization .$——— 


Gross iProfitvescs nee eee 2 


Qo a 


Other Income <4 


Other Expense (Incl. bad debts $___) 
Net Profit for the Period ... 


Opening Inventory $............. 


3 Closing Inventory $...........---e:s0-00 .; Basis of Inventory Valuation 


RECONCILIATION OF NET WORTH—For the... 


.......month period ended 


Net Worth—Beginning of Period .. 

Additions to Net Worth: 

Net Profit for the Period ... $ -.___ 

Partners’ Capital 
Contributions 


———————— 


hf ee ee 


= 


Carried Forward 
Deductions from Net Wort! 


Partners’ Salaries and 
Other Withdrawals 


SS 


Net Worth—End of Period a 


(Continued on Reverse Side) 
NOTE: The use of Form CR 109 is suggested for a more detailed presentation of the financial condition of a partnership. 
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Form 6. Short form of financial statement blank for firms suggested by Federal 


Reserve Bank of New York (front). 
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99 


SUPPLEMENTARY 


INFORMATION 


NOTE: The following data should be furnished as of the same date as this 


Financial Statement. Fill in all spaces; insert “NONE” where appropriate. 


Notes Recelvable — Customers — Original Notes $. . 
Renewed Notes $....-.-.-::cceeseo-s ..; Past Due Notes $. 
for Doubtful Notes $..... 
Accounts Receivable — Customers — Not Due §..... 
Due— less than 3 months $.... ..-» 3 to 6 months $ = 
more than 6 months §..................; Reserve for Doubtful Accounts 
$... as 

Regular Selling Terms —....... 
Inventory — Raw Materials $. 
Finished Goods $. 
Moving or Obsolete 


Securities— Describe each investment and indicate basis of valuation 


Registered owner of securities: 


Notes & Accounts Payable — Renewed Notes $. ; Past 
Due Notes $. Past Due Accounts $ 
Regular Purchasing Terms — ........ eoessaoe 
Current Liabilities — High & Low Polmts — Latest full fiscal year: 
High Point $. 19. 
Low Point $. nS = 
Contingent Liabilities — As of the date of this financial statement, 
the partnership had no contingent liabilities, except as follows: Notes 
Receivable Discounted or Sold $ ....; Accounts Receivable As- 
signed or Sold $.. ; Accommodation Endorser, Guarantor or 
Surety $......... lortgage Bonds $.. 
Purchase Commitments for Merchandise $ 


on. 


on 


a7 


Building Construction, Improvements or Equipment 
Claims for Taxes $......0...:-.:.0-----3 Other (describe): ... 


Life Insurance — On Partners for Benefit of Partnershi 


Persons Insured 


lidings — 


Mortgage 


Location | Cost with Assessed Market Book Mortgages Payments Due Mortgage Interest 
and Description Improvements Value Value Valve Payable Within one Year Due & Unpaid 
$ $ Is $ 


The title to all of the above described properties is solely in the name of this partnership, except as follows: —— 


Pledged, Assigned or Hypothecated Assets — Describe all assets not noted elsewhere in this statement as having been pledged, assigned or 


hypothecated and indicate the liabilities which they secure: 


the date of this financial statement, this partnership had not pledged, assigned, hypothecated or transferred the title to any of its assets, except 
as noted on this form or on a supporting schedule, nor has any such action been taken since that date, except as follows (give details): 


Legal Actions — No 


lawsuits, claims, judgments or other legal actions are outstanding or pending against 
to the best of our knowledge, no legal actions are to be started against the partnership or any partner, except as follows (give details): 1... 


the partnership or any partner and, 


Insurance Coverage — Fire Insurance: Inventory $..... 


Fixtures $.......__....; Indicate if policies have extended coverage endorsement: 


Liability Insurance: Autos & Trucks $. 
Other Insurance (describe): 
Date of latest independent analysis of insurance: 


General Public $ 


a Furniture & 
..; Use & Occupancy Insurance $. 
3 Burglary Insurance $. 


Data 


Ownership — List all General and Special Partner: Conene anual Partners’ Personal Financ 
Name Compensation Outside Direct Outside Liability as Co- 
(Designate General Partner *'G. P."* Capital from Net Debts, Including | maker, Guarantor, 
and Special Partner “'S. P.'") Contribution Partnership Worth Mortgages Endorser, etc. 


Is 


(Written or Oral) Z yy ee 
of the Special Partners for the partnership's debts is limited to... 


Affillated Companies & Interests — Give names, extent of interest, and 


Accounting Data — Name of Independent Accountant..............-.—---—. es 
Frequency of Independent Audits. 
Date of Fiscal Year End —._. 


3 Date of Latest Independent Audit. 
Date of Latest Physical Inventory. 


and €XPiLeS OM.....---e-veeeceseeryneeeeees--e The responsibility 
(Date) 


nature of interrelations: 


t, separate schedules, which should be clearl 


NOTE: If space 


Certification — This is to certify that the foregoing figures were taken from the books and records of this partnership and that they and all other 
statements on this form and on any supporting schedules are true and give a correct showing of the financial condition of the partnership as of the 
date indicated. IN THE EVENT OF ANY MATERIAL ADVERSE CHANGE IN THE FINANCIAL CONDITION OF THIS PARTNERSHIP, 
WE AGREE TO NOTIFY THE FINANCIAL INSTITUTION NAMED HEREIN IMMEDIATELY IN WRITING. 


$$ 19 


NOTE: When there is no written partnership 
agreement, all the partners should sign. 


(Partoership Name) 
DS a er a ee -» General Partner 


(Signature) 


IMPORTANT: If an audit was made as of the date of this statement. a copy of the accountant’s report should be submitted herewith. 


identified as being part of this statement, 
signed in the same manner as this statement. 


is insutficien' 


may be attached hereto. Such schedules should be dated and 


Form 6. Short form of financial statement blank for firms suggested by Federal 


Reserve Bank of New York (reverse). 
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able for equipment, and notes payable to officers or others. It is important 
and desirable that these different sources of credit, when in use, be dis- 
tinguished one from the other, as the amount of the liability and the source 
of the credit throw light on the facts behind the figures. A different inter- 
pretation is placed upon an item of notes payable of $60,000 representing 
a loan from a bank, and an item of notes payable of the same amount 
given in settlement of merchandise obligations because no bank credit is 
available. Notes payable to banks often bear the endorsement or guaranty 
of officers and directors of a corporation, a practice that gives additional 
security to the bank loan. It is highly desirable, as indicated in the pre- 
ceding paragraph, to learn whether bank borrowings are on the straight 
paper of the borrower, whether they bear the endorsement or guaranty of 
officers, directors, or a parent corporation, or whether such loans are 
secured by the pledge of certain assets. 

The fact that a banking institution is extending credit to a business 
enterprise on an unsecured basis, while favorable, is not an absolute indi- 
cation that the business is basically sound, as bankers make their full 
share of errors in incomplete investigations, unsound analyses, and exten- 
sion of credit. In such a situation, however, the analyst does know that 
all creditors are on the same basis and that certain assets have not been 
cornered. In a well-managed, sound business, notes payable to banks 
are relatively large and accounts payable relatively small, as funds 
are borrowed from banking institutions to discount merchandise 
purchases. 

2. Notes Payable and Trade Acceptances for Merchandise or Equipment. 
Notes payable for merchandise as outlined on page 80 do not appear as a 
trade custom outside the jewelry, fur, leaf tobacco, automobile tire, and 
various durable goods lines of business. Sales in these fields are quite cus- 
tomarily made on promissory note terms, but in other lines of industry, 
notes would appear generally when extra time was required by the pur- 
chaser, or when a past-due account was being closed out by the creditor 
who desired an acknowledgment of the debt. Machinery and equipment 
are often purchased on installment terms calling for 12 or more equal 
monthly payments. As previously explained in this chapter, trade accept- 
ances are little used in the United States today. The appearance of notes 
payable or trade acceptances for merchandise in a balance sheet thus 
tends to indicate some degree of financial weakness. 

Notes payable for machinery and equipment are often secured by a 
chattel mortgage or conditional sales contract until the liability is com- 
pletely liquidated. In good accounting practice any such asset pledged to 
secure a particular liability should be so earmarked and the two items 
related, so that the analyst will have a clear picture of any asset or assets 
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not available to general creditors. Unfortunately, this practice is not 
always followed. 

3. Accounts Payable. Accounts payable are incurred by the purchase of 
merchandise. When merchandise is purchased on terms that provide a 
discount in 10 days and the purchaser discounts all invoices, the item is 
relatively small. In some lines of business activity, longer terms are cus- 
tomary. Purchases of rayons and other synthetie piece goods by cutters, 
for example, are made on net 60 day terms; of woolen and worsted piece 
goods for men’s wear on terms of net 60 days with 60 days extra with 
interest at the rate of 6 per cent per annum on any extra days; of fur 
garments on 4 months’ terms; of rugs on terms of 5 per cent discount in 
10 days, net EOM, or 4 per cent discount EOM with 60 days extra (7.e., 
4 per cent discount if paid within 70 days, net thereafter). When payments 
are made on terms and not anticipated, accounts payable often reach a 
relatively substantial figure. Normally a well-conducted business will have 
relatively low accounts payable, as it is customary to obtain loans from a 
commercial bank or trust. company to discount trade invoices. Concerns 
in the smaller capital brackets, however, frequently have no lines of bank 
credit, and accounts payable then make up all or the bulk of their current 
liabilities. 

4. Loans Payable. A distinction is sometimes made by setting up notes 
payable to officers, directors, relatives, friends, and discount finance com- 
panies under the caption of Loans Payable. The distinction, however, does 
not have uniform acceptance in accounting circles. Loans from officers, 
directors, relatives, or friends are often accepted as a friendly gesture to 
the creditor, the funds being used in place of bank borrowings. In other 
circumstances, if a concern were in an extended financial condition and 
unable to obtain credit from its bank or banks the last resort might be to 
borrow funds from someone already vitally interested in or particularly 
close to the business who was willing to take the risk. 

Loans payable to a discount finance company are in a somewhat similar 
category. These loans are generally secured by the assignment of accounts 
receivable. In such cases, the loan made by the finance company would 
range from 70 to 90 per cent of the face value of accounts receivable. 
Under the notification plan the accounts receivable are collected by the 
finance company and the overage returned to the borrower. Under the 
nonnotification plan, the receivables are collected by the borrower who 
transmits on the day received all original checks, drafts, notes, or other 
payment instruments to the finance company. According to this plan of 
operation, the buyer of the merchandise never learns that his particular 
account receivable has been assigned to a finance company; at times the 
balance sheet of the borrower fails to disclose the fact that a valuable 
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ASSETS LIABILITIES and NET WORTH 
Notes Payable to Banks — Unsecured $ 
Cash on Hand s Dato owiostonly (Sch. No. 1) 
r Notes Payable to Banks — Secured 
Cash} in Banks (Sch. No. 1) Direct borrowings onl {Sch No.1) 


Notes Receivable — Current & Collectible 
From customers, excl. subsidiaries & afhliates (Sch. No. 2) 


Notes Payable to Trade Suppliers 
Excluding subsidiaries & affiliates 


Accounts Receivable — Current & Collectible 
Fromcustomers, excl. subsidiaries & affiliates (Sch, No. 3) 


Notes Payable for Machinery & Equipment 


Due within one year 


Due from Subsidiaries & Affiliates — 
Current & Collectible, For sale of goods on regular terms 


Inventories — Raw Materials 


Accounts Payable to Trade Suppliers 
Excluding subsidiaries & aflhiliates 


Advances & Deposits from Customers 


Due to Subsidiaries & Affiliates 


For current purchases of goods, etc. 


(Sch. No. 4) 
— Supplies 
ne (Sch. No. 4) 
— Goods in Process x 
(Sch. No. 4) 
— Finished Goods 
(Sch. No. 4) 


Life Insurance — Cash Surrender Value 


(Do not deduct loans) (Sch. No. 5) 
Securities — Readily Marketable 
U.S. Govt. & listed on Stock Exchanges (Sch. No. 6) 


Total Current Assets 


| 


Securities — Not Readily Marketable 
Unlisted stocks and bonds (Sch. No. 6) 


Investments in Subsidiaries & Affiliates 


(Sch. No. 6) 
Due from Subsidiaries & Affiliates 
Loans, advances & other receivables (Sch. No. 7) 
Mortgages Owned zy 
(Sch. No, 8) 


Land & Buildings — Used in Business 

(Do not deduct mortgages or deprec. reserve) (Sch. No. 9) 
Land & Buildings — Not Used in Business 

(Do not deduct mortaages or deprec. reserve) (Sch. No. 9) 
Leasehold Improvements 

(Do not deduct amortization reserve) 
Machinery & Equipment 

(Do not deduct mortgages or depreciation reserve) 


Furniture & Pixtures 
(Do not deduct mortgages or depreciation reserve) 


| 
| 


Due to Subsidiaries & Affiliates 


For loans, advances & other payables 


Due to Officers, Stockholders & Employees 


For loans, advances & other payables 


Loans against Life Insurance 


(Sch. No. 5) 


Real Estate Mortgages Payable (Sch. No. 10) 
Mortgages and installments due within one year 


Federal Income Taxes 


__ (Sch. No. 10) 
Accrued Liabilities 
For other taxes, wages, interest, etc. 
Total Current Liabilitios $ 


Notes Payable for Machinery & Equipment 
Due after one year 


Real Estate Mortgages Payable 


Due after one year 


Other Deferred Liabilities (Itemize) 
Due after one year 


(Sch. No. 10) 


Trucks, Automobiles, otc. 


(Do not deduct mortgages or depreciation reserve) 


Total Liabilitios $ 

Depreciation Reserves-Buildings 
-Machinery & Equipment + 
-Furniture 6 Fixtures é 


Patterns, Tools, Dies, etc. 


-Trucks, Automobiles, etc. 


Notes Receivable 


Past due or doubtful of collection (Sch. No. 2) 
Accounts Receivable 
Slow or doubtful of collection (Sch. No. 3) 


Due from Officers, Stockholders & Employees 4 
Loans, advances & other receivables (Sch. No. 11) 
Prepaid Exponses 
Taxes, insurance. interest, rent. etc. 


Goodwill Patents, Trademarks, etc. 


| 


TOTAL ASSETS s 


Amortization Reserve-Leasehold Improvements 


Other Reserves (Itemize) 


Breterred Stock 


ividend Rate ... ....... 


Common Stock 


«Cumulative? ........... 


Unearned or Capital Surplus 
Earned Surplus 


TOTAL LIABILITIES AND NET WORTH 3 
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SCHEDULES 


NOTE: The following data should he fumished as of the same date as this financial statement. Fill in all spaces; insert “NONE” where appropriate, 
If space is insufficient, separate schedales, which should be clearly identified as being part of this statement, may be attached hereto. Such schedules 


Should be dated and signed in the same manner as this statement. 


No. 1 — Banking Relations — List all bank accounts: 


Name and 


Cash 
Location of Bank | far 


Balance 


Amount 


Indicate How Loan is 
of Loan 


Endorsed, Guaranteed or Secured 


No. 2— Notes Recelvable — Original Notes $ 
Notes $...................; Past Due Notes $. 
Less Reserve for Doubtful Notes $.. 


Regular Selling Terms: - 


No. 4 — Inventory — Readily Saleable $..........,....... 3 Slow Moving & 

; Less Reserve (If Any) 
sescessmmeeeere Inventory Pledged $1.0... ..-scse.-00---:3 
On Consignment to Others $. 
Others $. 


Basls of Inventory Valuation: . 


Goods on Consignment from 


No. 3—Accounts Receivable—Not Due (Original Terms) $. 
Past Due—less than 3 Months $ 
more than 6 Months $.... 


; Total $. 
for Doubtful Accounts $.. ; Net $. 


3 Less Reserve 


Inventory High & Low Points — During latest full fiscal year: 
High Point 
Date | Amount 
Raw Materials | $ 
Finished Goods | 


Low Point 


Amount 
$ 


Date 


No. 5 — Life Insurance — List all policies in names of officers for benefit of corporation: 


Person 


Insurance 
Tnsured 


Company 


Type 
SeBolicy of Pol 


Total Cash 


Face Amount Total Loans 
i Surrender Value 


If Assigned 
Against Policy 


olicy Indicate To Whom 


$ $ 


No. 6 — Securities & Investments — List all stocks, bonds, etc.: 
Face Value .. Description of Security 
(Bonds) | (Designate Readily Marketable "‘R.M."” 
No. of Shares Not Readily Marketable ''N.R.M."" 
(Stocks) Subsidiaries ‘'S.'’ & Afhliates ‘A.'") 


Registered 
Owner 


Tf Pledged. 
Indicate To Whom 


No. 7 — Due from Subsidiaries & Affiliates — 


Name of Subsidiary 
or Affliate 


Amount 
of Debt 


No. 8 — Mortgages Owned — 


If Secured, 
Describe Security 


Date Payment 


Mortgage 


Location and Description 
of Mortgaged Property 


Indicate if 
Ast or 2nd Prior 


Mortgage Mortsage 


Owned 
Mortgage 


Interest 
Due & Unpaid 


| 
| 
i 


is 


No. 9—Land & Buildings — 


Used in. 
Business? 


Cost with 


Location and Description Improvements 


Anoual Net 
Rental Income 
(Before Deprec_) 


Anoual Gross 
Rental Income 


The title to all of the above described properties is solely in the name of this corporation, except as fONOWS: -.....---..soesscsesversorvecssenetecrsnrecneatenennstenseesee 
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BALANCE SHEET SCHEDULES (Continved) & SUPPLEMENTARY INFORMATION 


No. 10 — Real Estate Mortge Pe — List all on properties; follow same sequence as in Schedule No. 9: 
First Morteages { ie Taxes any 
Amount Maturity it ‘Within One Year i Due & Unpaid 


No. 11 — Dee from Officers, Stockholders & Employees — List the largest amounts owed to the corporation: 


Amount Age If Secured. | Date Payment 
Name of Debtor of Debt of Debt Nature of Debt Describe Security Expected 


a 


Notes & Accounts Payable — Renewed Notes $....0000:0--3 Past Due | Current Liabilities—High & Low Polats—During latest full fiscal year: 
Notes $ 4 ; Past Due Accounts $ High Point $. on. eat Floren s 
Regular Parchasiag Terms: Leet tee ... | Low Point $ 


Contingeat Liabilities —*As of the date of this financial statement, the corporation had no contingent liabilities, except as follows: Notes Receiv- 
able Discounted or Sold $.. ..........0.....3 Accounts Receivable Assigned or Sold $.......................; Accommodation Endorser, Guarantor or Surety 

; Mortgage Bonds $ wessee-3 Leases $. ; Purchase Commitments for Merchandise $ -. Contracts for Build- 
ing Construction, Improvements or Equipment ices Claims for Taxes $ ; Other (describe): 


Pledged, Assigned or Hypothecated Assets — Describe all assets not noted elsewhere in this statement as having been pledged, assigned or 
hypothecated and indicate the liabilities which they secure: z 
As of the date of this financial statement, this corporation had not pledged, assigned, hypothecated or transferred the title to any of its assets, except 
as noted on this form or on ,a supporting schedule, nor has any such action been taken since that date, except as follows (give details 


Legal Actlons — No lawsuits, claims, judgments or other legal actions are outstanding or pending against this corporation and to the best of our 
knowledge no legal actions are to be started against this corporation, except as follows (give details): ........:.-s-:sescsssasesssnseossessneseseeesneceeeeeseecneneeetoeeueensen _ 


Insurance Coverage — Fire Insurance: Inventory $............ 0, Buildings $..... Machinery & Equipment ............... Furniture & 
Fixtures $ . Indicate if policies have extended coverage endorsement ..; Use & Occupancy Insurance $. a8 
Liability Insurance: Autos & Trucks $. 0.0.6... .00) General Public $. ; Burglary Insurance $............3 Fidelity Bonds — Officers 
& Employees $ .. _ ; Other Insurance (describe): 


Date of latest independent analysis of insurance: .......-.--. 


Capitolization — Pa | Number of Shares Preferred Stock Provisions—Voting Rights, Preferences, Convertibility, etc.: 
Value Authorized Outstanding 


Common Stock 
Preferred Stock f 


Dividead Policy — 


Unpaid cumulative preferred stock dividends .............2..0 


Period of preferred dividend arrearage: 00.0.2... 


2uy- . Current Annual Stockholdings in Corporation 
Management — List all Officers: Compensation Novel Nowak 
rom “ 


oe bse + duis Corporation anion piece 


+ " 


= 


Management Extra Compensation Plans — Bonus, Profit Sharing, Retirement, Stock Acquisition Plans, etc. (give details): 


Subsidiaries & Affiliates — Give names, extent of interest, and nature of interrelation 


Accouating Data — Name of Independent Accountant ...-..---ceseescceeseoersescsressneqsesesnsesesesee-ee-} Indicate if Certified Public Accountant 
Frequency of Independent Audits -; Date of Latest Independent Audit 


Date of Fiscal Year End ‘ : ~ 1 Date of Latest Physical Inventory 
(Continued on Next Page) 
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—4— 
OPERATING STATEMENT 
FOR: THE c ... .MONTH PERIOD ENDED... 
Gross Sales — To Regular Customets 22. ainseenteeeeeeeeneeee 
B= EO; SUDSIDISEI CG tess cst ce camacscpssenseoctemeenspoces somites tantes 
—To Affiliates —.:............ Batertgssuetesoeeeenenterostestenoergbie eye eae 
Less: Returns and Allowances (Do not deduct Cash Decase) 2 
Net Sales 
Cost of Sales: 
Inventory at Beginning of Period 
Purchases (Do not deduct Cash Discounts) 
2 Teeye bore) Pen een a ee eee eee ze 
Depreciation & Amortization —.........-.0.......- 
Other Costs (Itemize): 


Less: Inventory at End of Period ».. 
Gross Profit 
Administrative and General Expenses (Schedule No. 1) 
Selling Expenses (Schedule No, 2) 
Net Operating, Profit <-<-<ssssesay-ess = 
Other Income (Schedule No. 3) .... 
Other. Expense (Schedule No. 4) .. 
Net Profit before Income Taxes .... 
Provision for Income Taxes . 
Net Profit for the Period 


OPERATING STATEMENT SCHEDULES 
No. 1— ADMINISTRATIVE & GENERAL EXPENSES: No. 2— SELLING EXPENSES: 


Officers’ Salaries - $____.___ | Salaries (Other than to Officers) .. 
Other Salaries a ea CONTE SSIO [15 escent area oe 
Depreciation & Amortization Sa eee Praveling y=. 

Advertising 


slotd) eee pL otal eee eee carsccctuae 
No. 3— OTHER INCOME: No. 4— OTHER EXPENSE: 


Cash Discounts on Purchases S Cash Discounts on Sales 


Unterestira. cateerseer seco 
Bad Debts . 


Total .. — 
RECONCILIATION OF EARNED SURPLUS 
Earned Surplus — Beginning of Period —.--~ $——_______ | Carried Forward ....----semesseoo-+ ieee 
Additions to Surplus (Itemize): Deductions from Sarees (iene 
Net Profit for the Period ... $_—_________ Dividends—Common Stock... $————______. 
Dividends—Preferred Stock.. 


Forward.............. $_________ | Earned Surplus—End of Period . Petobse Re 


Certification — This is to certify that the foregoing figures were taken from the books and records of this corporation and that they and all other 
statements on this form and on any supporting schedules are true and give a correct showing of the financial condition of the corporation as of the 
date indicated. IN THE EVENT OF ANY MATERIAL ADVERSE CHANGE IN THE FINANCIAL CONDITION OF THIS CORPORATION, 
WE AGREE TO NOTIFY THE FINANCIAL INSTITUTION NAMED HEREIN IMMEDIATELY IN WRITING. 


Signed this... ssi AAV 4 OF ssmoace Bo sk ee Bah CRS 


u (Signature & Title of Authorized Officer) 


IMPORTANT: If an audit was made as of the date of this statement, a copy of the accountant’s report should be submitted herewith. 
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asset or a part of it has been assigned as security and is out of reach of 
the general creditors.‘ Loans of this nature are generally obtained when 
a business enterprise is unable to borrow from its own bank, presumably 
because of a weakened financial condition. Interest and discount charges 
of finance companies are materially higher than the charges of commercial 
banking institutions. 

5. Accruals. Accruals comprise amounts due but not yet paid for sala- 
ries, wages, rents, interest, and sometimes for taxes, although this item 
generally is a separate one. These items have been calculated up to the 
very day of the balance sheet. They would have to be met instantly in 
case of liquidation. Accruals are relatively small even for large corpora- 
tions. Taxes may be an exception, or interest in those cases where a heavy 
funded debt is outstanding and an interest payment is shortly due. Often 
this item is omitted in unaudited figures and in smaller business enter- 
prises where the amount is nominal. 

Most businesses have a liability for accrued wages; larger corporations 
also often have accrued bonuses to officers and employees and accrued 
commissions to salesmen. Of even greater importance in the light of our 
current economic life is the item of accrued taxes, which for large corpora- 
tions may amount to fantastic figures. This particular item of accruals has 
become so important in recent years that it is generally set up in the bal- 
ance sheets of larger enterprises as a separate distinct item of accrued 
taxes, or, as outlined in a succeeding paragraph, as a reserve for or provi- 
sions for income taxes. 

6. Deposits. Funds deposited with a concern as an evidence or a guar- 
anty of good faith are generally carried in the liabilities as deposits. Such 
a situation arises where a deposit has been placed to bind a contemplated 
purchase. In such a case, the deposit becomes the initial or a part payment 
when the sale is consummated and so automatically is eliminated from the 
current liabilities. If the sale should not be consummated the deposit pre- 
sumably would be returned on demand. 

This item also arises when a deposit has been made to ensure the return 
of a container, a drum, a barrel, or a box. In such a case, the deposits are 


*® The state of Ohio took the lead in bringing this problem out into the open. The 
legislature of the state enacted a law which was signed by the governor on June 5, 
1941, providing that an affidavit stating the name and address of the owner of the 
receivables, the name and address of the assignee, and the fact that an account or 
accounts had been assigned would have to be filed with the County Recorder of the 
county in which the owner resided or had its principal place of business. Such a filing 
_ 1s effective for a period of 3 years. The deposit of this affidavit constitutes a public 
notice that a particular business enterprise intends to assign certain receivables to 
the stated assignee until the filing has expired or has been canceled. Somewhat similar 
statutes have since been enacted by other states including Alabama, Arizona, Cali- 
fornia, Colorado, Florida, Georgia, Idaho, Iowa, Kansas, Nebraska, Oklahoma, South 
Carolina, Texas, Utah, Vermont, and Washington. 
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subject to repayment as the containers are returned. In many instances of 
this nature, the amount remains fairly stable as new deposits are received 
which offset the decrease from repayments. Even though the necessity of 
making more than a moderate repayment is somewhat remote, the item 
invariably is classified as a current liability. 

7. Advance Payments. Advance payments from customers, when they 
occur, represent moderate amounts. This item arises when part of a sales 
price has been collected in advance, as when a department store sets aside 
a piece of merchandise on receipt of a payment, a process known as 
layaways or will call. The advance payment constitutes a liability until 
the sale is consummated, when it becomes part of the purchase price. 

Advance payments* from the Federal government occurred on the bal- 
ance sheets of prime contractors engaged in producing war materials, 
equipment, and supplies during the Second World War. In such situations 
the item at times was substantial, as the advance was the only means of 
financing the fulfillment of certain large contracts. 

Occasionally, an advance payment is deducted from the inventory on 
the theory that an equivalent amount of inventory has been sold. The 

sale, however, has not been consummated. In these cases, the balance 
sheet must be adjusted when the item is posted, the inventory increased 
by the amount of advance payments, and the advance carried as a current 
liability. 

8. Reserves for Taxes. As a result of changes in our Federal income tax 
laws in recent years, going down into lower and lower brackets, and the 
imposition of an increasing variety of supplementary taxes, nearly every 
business enterprise operating profitably and most commercial and indus- 
trial concerns operating unprofitably should show a provision for esti- 
mated taxes accrued to the date of a balance sheet. These obligations now 
include a wide variety of Federal, state, and local taxes. This item would 
also include liabilities such as sales taxes, social security tax, unemploy- 
ment tax, and taxes on dividends paid to foreign stockholders, where it 
has become the duty of a concern to collect taxes from others and to remit 
to the appropriate governmental authority. In the case of large corpora- 
tions, reserves or provisions for Federal income taxes often amount to 
many millions of dollars, which must be paid in cash or by tax-anticipa- 
tion notes on definite, fixed dates. 

9. Dividends Declared but Not Paid. Reserves for cash dividends 
declared but unpaid on the date of the balance sheet constitute a current 
liability and should always appear in the balance sheet. Not infrequently 


49 Advance payments were first authorized by the Federal government to prime 
contractors under an act of June 28, 1940, and then only up to 30 per cent of the con- 
tract when ‘‘in the interest of national defense.” Subsequently, provisions under the 
First War Power Act of 1941 allowed advances “‘of any percentum of the contract 
price,” that is, up to 100 per cent of a specific contract. 
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such an item is omitted altogether from unaudited financial statements, 
being mentioned solely in a footnote. In such cases the current liabilities, 
the apparent net working capital, the current ratio, and the surplus are 
distorted, and the analyst must make the necessary adjustments, even 
though they may be only estimated, when studying the figures. 

10. Reserves for Contingencies against Possible Losses. An item of reserve 
for contingencies is exceeded in mystery only by the two items of invest- 
ments and investments in and advances to subsidiaries and affiliates. 
What a reserve for contingencies represents no one outside the manage- 
ment staff or the accountant would know without a detailed explanation; 
that explanation the analyst must always seek. 

It is not unusual for a reserve for contingencies to be set up in the bal- 
ance sheet to obscure a definite liability or as a hidden valuation reserve. 
Where the item is an actual liability, as where a court suit has been lost 
and a stipulated sum must be paid, the reserve is a definite liability. Where 
the item is a valuation reserve, as against inventory revaluation, the sum 
should be deducted from the inventory figures in the assets, and the net 
inventory figure carried as a current asset. Where the item is, in reality, a 
real reserve for contingencies and not a cover for a liability which should 
and could be more adequately described under some more definite caption, 
it should be considered under deferred liabilities, which will be described 
later in this chapter. 

11. Current Maturity of a Funded Debt. Whenever a funded debt of any 
kind matures within 1 year of the balance sheet date, the entire amount 
is a current liability. Some types of funded debts mature serially; that 
portion which is due within 1 year of the balance sheet date is a current 
debt. Funds are accumulated frequently by a business enterprise to meet 
a final maturity, and occasionally these funds are carried as a miscellane- 
ous slow asset. Such funds, however, should be classified as a current asset. 

At times, a serial maturity is met by an obligation to deposit a stipu- 
lated sum into a sinking fund. Such an obligation is a current liability, un- 
less the corporation has the privilege and has already purchased and is 
carrying in its miscellaneous slow assets the stipulated number of bonds, 
debentures, or notes purchased in the open market. In this case the obliga- 
tion has already been met. 

Unfortunately there is no uniform practice among accountants in set- 
ting up as a current liability that portion of a funded debt due within 1 
year. The analyst must always be alert to ascertain the terms of outstand- 
ing funded debts. He must be sure to adjust the figures to include all 
maturities due within 1 year of the balance sheet date when they have not 
been so included, as otherwise the current liabilities, the net working capi- 
tal, the ratio of current assets to current liabilities, and the ratio of current 
liabilities to the tangible net worth will be distorted. 
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Deferred Liabilities 


Deferred liabilities consist of one or several of the following four different 
types of items: 


1. Long-term liabilities 

2. Valuation reserves 

3. Reserves for contingencies when a general reserve and not for a 
specific purpose 

4. Unearned income 


The great majority of business enterprises do not have deferred lia- 
bilities. It is in the balance sheets of medium-sized and large concerns 
that these items are occasionally found. 

1. Long-term Liabilities. Long-term liabilities consist of mortgages, 
bonds, debentures, serial notes, purchase-money obligations, and occa- 
sionally long-term notes payable, all due more than 1 year from the state- 
ment date. ‘‘More than 1 year from the statement date”? does not mean 
“a year and a day,” as such an arrangement obviously is a subterfuge. 
From the point of view of the analyst, it is absolutely necessary to ascer- 
tain when a funded obligation is to mature, and, as the maturity date ap- 
proaches, what provisions, if any, are being made to meet the maturity. 
In recent years, it has become the very desirable practice of accountants 
generally to state the maturity dates of outstanding issues of long-term 
liabilities in balance sheets, but this practice, unfortunately, is not uni- 
formly followed. 

Around 1953 a new type of corporate security, known as subordinated 
debentures, began to appear. In the immediately succeeding years a sub- 
stantial number of representative corporations issued securities of this 
type. These issues are subordinated in principal and interest to what has 
come to be called “senior” or “prior”? debt. Under typical provisions, 
subordinated debentures have more of the qualities of a preferred stock 
than a debt. They came into existence as a result of the fact that interest 
on debentures is a charge against earnings before Federal income taxes, 
while dividends on preferred stock are paid out of earnings after Federal 
income taxes. The qualities of a preferred stock are further accentuated 
where an indenture contains provisions that subordinated debenture 
holders “‘ will not commence or join with any other creditor in commencing 
a bankruptcy, receivership, dissolution, or similar proceeding.” 

“Senior” or “prior” debt is defined in typical indentures as including 
the principal and interest on (a) indebtedness for money borrowed from 
or guaranteed to persons, firms, or corporations which engage in lending 
money, including, but without limitation, banks, trust companies, insur- 
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ance companies, and other financing institutions, and charitable trusts, 
pension trusts, and other investing organizations, evidenced by notes or 
similar obligations, and/or (b) indebtedness evidenced by notes or 
debentures issued under the provisions of an indenture or similar instru- 
ment. Senior or prior debt, in other words, basically represents principal 
and interest on loans to banks, insurance companies, or other financial 
institutions, and similar obligations to other sources unless the instrument 
of indebtedness provides that such indebtedness is not superior in right 
of payment to the subordinated debentures. Some indentures also define 
senior or prior debt as including indebtedness incurred, assumed, or 
guaranteed in connection with the acquisition of businesses, properties, 
or other assets. Such provisions certainly cover a lot of ground, especially 
when trade creditors that, at times, furnish more credit than all other 
sources together are not even mentioned. Trade creditors are on a par 
with all unsecured creditors in case of financial difficulties. Trade credi- 
tors are not better off than subordinated debenture holders, although 
trade creditors rank ahead of stock. So the issuance of a subordinated 
debenture in lieu of preferred stock, in many instances, dilutes the 
assets in case of financial embarrassment, as far as trade creditors are 
concerned. 

To the extent that such new obligations are specifically subordinated 
to senior or prior debts, the latter are in as strong a position as would be 
the case if there had been issued an equivalent amount of preferred stock. 
One must, however, keep in mind that interest on subordinated deben- 
tures must be paid as long as the business is solvent, and provisions are 
generally made to permit the partial and gradual retirement of principal 
by sinking fund operations, even though senior or prior obligations are 
outstanding. In other words, the gradual retirement of subordinated 
obligations, which often is provided for at the time of issuance, does 
gradually decrease the aggregate monetary strength, or slows up the 
growth of the aggregate monetary strength, behind senior or prior debts. 

What is happening in this new look is that a new type of corporate 
obligation has come into use as a result of our income tax laws, and from 
different creditors’ viewpoints, the possible effects of the creation of 
such subordinated debentures must be carefully appraised in each case. 

In case of default in meeting interest or amortization, an acceleration 
clause generally provides that the entire outstanding amount of most 
issues of long-term liabilities becomes due and payable, and hence a cur- 
rent liability. Sometimes a vearly maturity is met ahead of time so that 
there is no current maturity. As previously mentioned, there is at times 
a provision whereby the current maturity may be met by the tendering 
of bonds, debentures, or notes at par value; if the corporation has been 


able to purchase the bonds or notes below par, a profit is earned by the 
transaction. 
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Quite extensive information regarding long-term liabilities is requested 
from registrants by the Securities and Exchange Commission. This infor- 
mation covers, among other points, the title of each issue, the amount of 
the issue authorized by the indenture, the amount issued and not retired 
or canceled, the amount in sinking and other special funds, and the 
amounts held by subsidiaries or affiliates. *° 

2. Valuation Reserves. In many balance sheets, valuation reserves for 
depreciation, obsolescence, and depletion are shown as a subdeduction 
under the related asset, and in other cases they are carried in the lia- 
bilities. Both practices are widely used although ‘‘writers in accounting 
theory are in practically universal agreement that valuation reserves 
should be deducted from the assets to which they apply.’”®! To this 
theory and practice the analyst heartily agrees. In posting figures on a 
comparative statement blank, it is advisable for the analyst to deduct 
the valuation reserve from its related asset and to show the net value 
of the asset. Under this practice, fewer errors in analysis are likely to 
creep in, as the analyst then does not need to keep in mind the existence 
of the offset items in the liabilities: A reserve for bad debts should like- 
wise be deducted from the receivables in the current assets when posting 
to bring the value of the receivables to a net amount. 

3. Reserve for Contingencies’? When a General Reserve and Not for a 
Specific Purpose. As explained on page 108, a reserve for contingencies 
can never be properly classified unless the analyst has learned why such 
a sweeping generality has been used by a profession that prides itself on 
its exactness. Reserves for contingencies in substantial amounts have fre- 
quently been set up to keep stockholders and analysts in complete igno- 
rance as to the real purpose of the reserve. Such a reserve lends itself to 
extremes such as covering up a liability, the amount of which may not be 
known within a few dollars, or evaluating some asset such as investments, 
so greatly overvalued that to acknowledge it might bring discredit upon 
the officer and directors, or appropriating surplus for the sole purpose of 


50 Regulation S-X, Rule 12-10, p. 59, Oct. 15, 1964. 

51 FygLp, R. I., “Classification and Terminology of Individual Balance Sheet 
Items,” The Accounting Review, Vol. XI, No. 4, p. 339, December, 1936. “As a general 
rule,” state Lenhard and Defliese, “allowances for depreciation should be deducted 
from the costs of related assets, or the total of the allowances may be shown as a deduc- 
tion from the total of depreciable assets. Where depletion is recognized in the accounts, 
the amounts for assets subject to depletion may be shown after deduction of these 
allowances, or the allowance may appear as deductions from related assets.’’— 
Montgomery’s Auditing, p. 286. 

52 “The use of a reserve for contingencies appears to be a declining practice. In 
1950, 155 out of 600 survey companies, or over 25 per cent, disclosed contingency 
reserves. The number of companies employing this type of account has decreased each 
year since that time and in 1964 only 28 companies or less than 5 per cent reported 
reserves for contingencies.’’-—Accounting Trends and Techniques, 19th ed., p. 118 
(American Institute of Certified Public Accountants, New York, 1965). 
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misleading stockholders and others as to the true equity and the accumu- 
lated profits available for dividends. 

When the item is actually a general reserve to meet some possible but 
not definite or too-clear obligation sometime in the future, such as a guar- 
anty on the goodness, on the life, or on the performance of a product, then, 
and only then, is the item a deferred liability. If it is learned on investiga- 
tion that the item is in reality a valuation reserve in disguise, it should, as 
already suggested, be deducted from the proper related asset, when 
posting. If the item is an actual, definite, known liability under camou- 
flage, it should, of course, be classified as a current liability. 

4. Unearned Income. Unearned income, often carried as deferred in- 
come, is the proportion of income which has been credited on the books as 
received, but which has not been earned up to the date of the balance 
sheet. A mercantile agency, for example, is paid in advance for 1 year of 
service. Such a payment increases the cash in the current assets and the 
unearned account in the liabilities. Each month, one-twelfth of the un- 
earned income account is transferred to the income account as gross in- 
come to cover the cost of rendering service. The unearned income is the 
liability of the mercantile agency for the service still to be rendered. 

Conservative furniture stores selling on the installment plan also set up 
unearned or deferred income. A three-piece set of furniture that costs $210 
is sold for $390 with a down payment of $60 and the balance of $330 to be 
paid in 12 equal monthly installments. The $60 payment goes into cash, 
and $330 goes into installment receivables. The markup, which in this 
particular case is $180, does not go into gross profit until it is entirely 
collected, which on the selling terms will take 1 year. Accordingly, the 
$210 cost of the set goes into gross profit immediately and the remaining 
$180 goes into unearned income. The $180 is now reduced by $15 each 
month as the installment payments are received, and that $15 is credited 
to gross income. In other words, not until the entire $330 is collected is 
the full gross profit of $180 taken into account. 

If this particular set of furniture had been sold for cash, the selling price 
in theory would have been $360, and not $390. The normal selling price 
was increased by $30 to cover interest, bad debts, and collection charges. 
Less conservative installment furniture stores probably would have trans- 
ferred to unearned income not $180, but $30, representing the charge 
added to a cash price to create the installment price, which would then 
have been reduced monthly over the collection period of 12 months. 

Unearned income is a natural item in the balance sheets of concerns 
selling on an installment basis with payments made over a period of 12 
months or more, and on balance sheets of concerns that are paid for serv- 
ices to be rendered over a period of time in the future such as publishers 
of magazines, finance companies, and banking institutions. 
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Net Worth 


Net worth may be considered a technical liability from a bookkeeping 
standpoint. It is a liability to a legal entity such as to a proprietor, to 
partners, or to stockholders who own the stock of a corporation. The net 
worth is the amount of funds invested at the risk of a business enterprise. 
More formally, it is a liability of a business enterprise to those interested 
in it after all debts of every description have been paid. The net worth is a 
single item with that exact caption in a proprietorship or partnership. 
Sometimes, however, it is also termed proprietorship capital or partners’ 
capital. In a corporation, it consists of the sum of any or all of the follow- 
ing items that may be found in a particular balance sheet: 


Preferred or preference stock 
Common stock 

Class A, B, and C stock 
Capital surplus 

Retained earnings (surplus) - 
Undivided profits 


COS eal ae Nala 


The balance sheets of the great majority of corporations have only two 
items in the net worth section, namely, common stock and retained earn- 
ings. The larger a corporation, the more likely it is to have in addition 
some form of preferred or preference stock. 

1-3. Preferred, Common, and Alphabet Stock. As a corporation is a legal 
entity, it would upon liquidation or dissolution of its business owe to the 
holders of preferred or preference stock,®? common stock,*4 and Class A, 
B, or C stock, in accordance with charter provisions, whatever remained 
after all obligations had been met. It is obvious that the amount that 
stockholders would receive would depend upon the character and the 
amount of the liabilities and upon the amount realized from the sale of 
the assets. Most industrial and commercial concerns realize considerably 
less than the book value of their fixed assets under a forced sale. On the 
other hand, when the assets are purchased as a going business by some 
other active enterprise, the realization is often greater and, at times, 
where valuable good will is involved and reflected in an earning record, 
may amount to several times the book value of the assets. 


53 For a comprehensive interesting listing of preferred stocks with various features 
which depart from the generally accepted pattern such as with and without par value, 
with detachable and nondetachable warrants, cumulative, noncumulative, converti- 
ble, and participating, see Benjamin Graham and David L. Dodd, Security Analysis, 
1st ed., pp. 626-631 (McGraw-Hill Book Company, New York, 1934). 

64 A corresponding listing of common stocks which deviate from the standard 
pattern will also be found in Security Analysis, 1st ed., pp. 631-634. 
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The analyst is interested not only in the relationship between owned 
and borrowed funds, but also in any asset or dividend preferences that 
may affect the financial condition of a corporation; for example, knowledge 
of the dividend disbursements and of the amounts required to meet divi- 
dends on senior securities, quarterly and yearly, during the up-and-down 
phases of our economy, is pertinent information. The board of directors of 
a corporation might refuse to declare dividends if not earned, or, on the 
other hand, they might be less conservative and vote to continue to pay 
dividends on preferred stocks out of surplus, even if that policy might 
weaken the financial condition of the corporation. It has been no unusual 
occurrence for the principal stockholder or stockholders to be in such 
personal need of ready cash that they have insisted on the payment of 
dividends that have weakened a corporation. In other cases, one or several 
officers may have bonus arrangements whereby they receive a percentage 
of the net profits only after stipulated dividends have been paid. Divi-: 
dends would then be disbursed so that the officers might obtain their 
higher recompense, even though the dividend policy weakened the net 
working capital appreciably. 

Knowledge of sinking fund requirements, which may provide that a 
certain amount of preferred stock be retired yearly or that a certain per- 
centage of the net profits be used for this purpose, is also highly desirable. 
Many corporations have failed to live up to the provisions under which 
preferred or preference stocks have been issued; others have attempted 
to do so even when it meant depleting the net working capital. The 
ability to meet and adequately to cover sinking fund and dividend re- 
quirements indicates the capacity of management, provided those require- 
ments are reasonable. 

4. Capital Surplus. Capital surplus results from funds paid into a busi- 
ness in excess of the par value of some one or several classes of stock, or in 
excess of the amount at which no-par-value stock is carried on the books, 
from a reappraisal and write-up of fixed assets, from a profit obtained in 
the retiring of securities, or from a scaling down of capitalization.®> There 
is a current trend in accounting circles to get away from the use of capital 
surplus as a general term and to use more specific classifications in indi- 
vidual cases such as additional paid-in capital, capital in excess of par or 
stated values, additional capital, and other capital.*® 


55 See Chap. XXIII, “Analyses of Surplus Accounts.” 

°6 Accounting Terminology Bulletin, No. 1, Review and Résumé, issued by the Com- 
mittee on Terminology of the American Institute of Certified Public Accountants, 
reaffirmed an earlier recommendation made by the Committee that the use of the 
term “‘surplus” be discontinued in the balance sheet. This recommendation is appli- 
cable not only to the term surplus standing alone, but also in such combinations as 
“capital surplus,” “paid-in surplus,” ‘‘earned surplus,” and “appraisal surplus.”’— 
pp. 28-31 (American Institute of Certified Public Accountants, New York, 1953). 
The term “capital surplus” is, however, still being widely used. For a list of substitute 
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5. Retained Earnings. When capital surplus, or a corresponding item, 
appears in a balance sheet, a supplementary item of retained earnings or 
earned surplus invariably appears. Where no capital surplus appears, the 
retained earnings generally represent the accumulation of earnings over 
_ and above the payment of dividends. To this item is transferred the final 
net profit or loss for the accounting period and to it is debited the payment 
of dividends, when made. Retained earnings represent the difference, as 
shown on the balance sheet, between the total assets of a corporation and 
the reported liabilities, including outstanding stock and any capital 
surplus. 

6. Undivided Profits. The term undivided profits is found in the balance 
sheets of practically all commercial banks and trust companies but only 
occasionally in the balance sheets of commercial or industrial business 
enterprises. This item, when found, represents the accumulated net profits 
that have not been transferred to the retained earnings account. In this 
sense, the retained earnings become a somewhat more permanent segment 
of the capital funds, and dividends are declared and paid out of undivided 
profits. 


Contingent Liabilities 


Contingent liabilities are incurred whenever a concern has discounted any 
of its notes receivable or trade acceptances and then omitted these assets 
from the balance sheet, when it has endorsed or guaranteed for others, 
when contracts for. the future have been made, and when commercial 
letters of credit have been obtained and only partly used. Such liabilities 
may or may not become a legal obligation sometime in the future for an 
indeterminate amount. 

Seldom do contingent liabilities appear in the books of account, which 
makes it extremely difficult for the accountant to be sure he has covered 
the item adequately. Every contingent liability should appear in the 
balance sheet, either in a specific amount if such an amount may be deter- 
mined, or in explanatory comments in a footnote if the nature of the possi- 
ble liability cannot be put into actual figures. 


Sale and Lease-back Obligations 


The leasing of space in buildings, of land and buildings, and of land has 
long been a customary, normal process in carrying on business activity. 
Until shortly before the Second World War, such lease obligations were 


terms which are being currently used, see Accounting Trends and Techniques, 19th 
ed., p. 12 (American Institute of Certified Public Accounts, New York, 1965). 
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, Relating to the attached financial statement as of (date) 
Issued by. Address 
A. Do the figures on this statement agree with the figures in your report; Yes___ No__ 
Exceptions. 
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Months $ ; 
of $. = 
shipment: $. 
Prior Months $ 
Total $ 
2. In your opinion, is provision for bad debts adequate: Yes___ No___ If no opinion, explain: 
3. In your opinion, is reserve for discounts adequate: Yes___ No___ If no opinion, explain: 
4. To your knowledge, hove any receivables been sold, pledged or assigned during the year immediately preceding the statement date: Yes__ No __ 
If yes, explain: 
5. To your knowledge, do Accounts Receivable include any amounts due from subsidiary or affilisted concerns: Yes__ No__ 
Do Accounts Receivable include any individual accounts owing in excess of 25% of the net worth shown on attached financial statement: Yes__ No__— 
If yes, state amount $. and number. 
D. MERCHANDISE INVENTORY 
1. Did you observe and test the count of the physical inventory quantities: Yes__ No__ 
If no, state how verified. 
If not verified, was detailed listing of inventory submitted to you; Yes__ No__ Is copy of original inventory listing in your possession: Yes__ No__ 


How wos the inventory priced? 


Did you test the inventory os to prices: Yes__ No___; Arithmetical Accuracy: Yes__ No__ 


oestwn 


To your knowledge, has any merchandise been pledged as collateral during the year immediately preceding statement date: Yes__ No__ 
If yes, explain: 


—E. INVESTMENTS — Describe. 


F, GENERAL 
|, Are you @ Certified Public Accountant: Yes___ No___ What State How often do you audit the books? 
2. Have all expenses and tax liabilities known to you beon accrued: Yes___ No___ 
3, Does the statement include all assets and liabilities known to you: Yes___ No____ Exceptions: 
Explain 
4, Do you know of any material contingent liabilities: Yes___ No__. Explain: 
5. Tox closing date Lost taxable year examined by Internal Revenue Service:. ss 


6. If client is not incorporated, state amount you believe will be withdrawn for personal income taxes of principal or partners on income earned to statement 
dato and not shown in statement: $ 


7. Other comments, if any. 


= 


TO NATIONAL CREDIT OFFICE — sreciatizeo orvisiow of OUns enacsTaeer. Ime 


The above information is in answer to your inquiry regarding the ottached financial statement of my/our client as of the date shown, 


Fe =} 
(Firm Name cf Accountant) 
(Signature of Individ sal Authorized to Sign) 
te at Doted 
NATIONAL CREDIT OFFICE 1290 AVENUE OF THE AMERICAS NEW YORK, NEW YORK 10019 


Form 10. Accountant’s supplementary information sheet used by National Credit 
Office, Inc. 


CLASSIFICATION OF BALANCE SHEET ITEMS 


Date: 22 Ses ee i 
FINANCIAL STATEMENT OF 
KEL Kind of Business Address 
(Gi)£) At Close of Business on lL Chiy State 
ISSUED TO <i, tatoment 


(THIS FORM APPROVED AND PUBLISHED BY NATIONAL ASSOCIATION OF CREDIT MANAGEMENT] 


For the purpose of obtaining merchandise from you on credit, or for the extension of credit, we make the following state- 
ment in writing, intending that you should rely thereon respecting our exact financial condition. 
[PLEASE ANSWER ALL QUESTIONS. WHEN NO FIGURES ARE INSERTED, WRITE WORD “NONE"’] 


ASSETS Dollars | Cents LIABILITIES Dollars | Cents 
Cash In Bank Accounts Payable (for Merchandise) << 
On Hand ———|| Notes & Acceptances Payable for Merchandise. 
Accounts Receivable. Owe to. Bank 
(Amt. 60 Days Past Due $___________) (When Due_________ Secured) (Unsecured) 
(Amt. Sold or Pledged $ —__) Income Taxes, Accrued ares 
Notes and Trade Acceptances Receivable. Ln Sat SEU au | Other Taxes, Including Sales Taxes. Accrued___|_____|_ _ 


) Interest, Accrued 
Rental, Payrolls, etc., Accrued 
Payables to Partners, Relatives | 
Other Current Liabilities (Describe) 


(Amt. Sold or Pledged $. 
Merchandise Inventory, Not on Consignment or 
Conditional Sale, at Cost or Market which- 
ever is lower. 
(Amount Pledged $________) 
Other Current Assets (Describe). 


TOTAL CURRENT LIABILITIES__—_ 
Mortgage on Land and Buildings 


Chattel Mortgage on Mdse. or Equipment —____}__ _____ _|_ 
Land and Buildings (Depreciated Value). Liens on Mdse. or Equipment_ Sas] 


Machinery. Fixtures and Equipment (Deprecicted OluerieieiidemeNoncutrentnt Daceriine) eee | aa 
Value) 

Due from Officers or 'Non-Customers. 

Other Assets (Describe) 


TOTAL CURRENT ASSETS____ 


LOLA UAB TES |. 


I et worth or {SeRet $ ——_——} 
TOTAL ASSETS | IITOTAL NET, WORTH) AND LIABILITIES____— = 


BE SURE TO ANSWER ALL THESE QUESTIONS 
COST OF GOODS SOLD GROSS PROFIT OPERATING pia NET PROFIT FOR YEAR 


ANNUAL NET SALES 
(Before Federal Taxes) 


Amount you are liable for as endorser, | What books of Account do you keep? INSURANCE CKERIED 


guarantor, surety $ Fire 
Amount of delinquent taxes: = Merchandise = §—————_____ 
Sales tax $____Income tax $ Pate cH ates ny onion y Furn. & Fixt. $_——______—_ 
Property tax §. Other taxes §. Date of latest audit Building s______—_ 
Amount of merchandise held on con- Extended Coverage $__—_—— 
signment $ Title to business premises is in name of véoO ——_—_— 
Amount of machinery or equipment Liability 
meldinndsthlecse |) ieee eee! If premises leased state annual rental General = 
Amount of machinery or equipment Auto & Truck $——_—____—___ 
under conditional sale $ Name of your bank(s) Burglary Ss 
Amount you pay per month on lease or Life for Benefit 
conditional sale contract $ of Business §=§—________— 
SCHEDULE OF REAL ESTATE TITLE IN WHOSE NAME APPRAISED VALUE 
BUY PRINCIPALLY FROM THE FOLLOWING FIRMS: 
NAMES ADDRESSES AMOUNT OWING 


The statement above and on the back of this form has been carefully read by the undersigned (both the printed and 
written matter), and is, to my knowledge, in all respects complete, accurate and truthful. It discloses to you the true state of 
my (our) financial condition on the. ______, .___day of 19. Since that time there has been no 
material unfavorable change in my (our) financial condition, and if any such change takes place I (we) will give you notice. 
Until such notice is given, you are to regard this as a continuing statement. The figures submitted are not estimated. They 
have been taken from my (our) books and physical inventory taken as on date shown. 


Name of Individual or Firm. 
if Partnership, Name nel 
f Corporation, Name Officers. 
How long established ___________ Previous business experience. 


Where. 


Date of Signing Statement_____-_——__——SSttreet 


Witnes: 
Residence Address 
of Witne: 
50M. 


RM 11. Financial statement blank, with flap for remailing, prepared by the National 
sociation of Credit Management. 
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122 BACKGROUND ANALYSIS 


more or less of nominal importance in analyzing the financial condition of 
businesses, with two possible exceptions. These two exceptions were long- 
term leases—often for 99 years—on land on which buildings were erected 
by the lessee and leases on retail store properties of substantial aggregate 
size by several chain stores which became bankrupt during the Great 
Depression. No record of lease obligations, up to this time, appeared in 
the balance sheets or in notes appended to balance sheets of lessees. 

Shortly before the Second World War contract lease obligations began 
to grow in size and importance as a result of the unprecedented demand 
for capital to finance expansion programs. There now developed the prac- 
tice on the part of an increasing number of more responsible corporations 
of selling (later, of erecting structures to their own specifications, and then 
selling) certain real estate, that is, land and buildings, and in more recent 
years oil tankers and airplanes, and taking long-term leases (generally 
from 15 to 30 years, but in many cases with optional renewal clauses at 
lower rates at the expiration of the initial term of the lease) on those 
assets. As a result of this practice, lease obligations of individual busi- 
nesses have increased very substantially over the years. Moreover, in the 
case of land and buildings, the lessee has in many cases become obligated 
to pay all real estate taxes, insurance costs, and upkeep of the buildings 
over the period of the lease. Such arrangements have come to be known 
as ‘“‘net leases.”’ 

With this evolution the current lease has become a very flexible docu- 
ment. As one student of this subject has pointed out, there are at least 
four basic features common to every such lease.*”? These basic features are: 


1. It provides for a basic term during which the lease is noncancelable, or can- 
celable only by the payment of a stipulated premium in excess of amortized cost. 
The length of this basic lease period is determined primarily by the economic life 
of the asset and is usually somewhat shorter than its expected life. Where the 
economic life of the asset is extremely long, the credit standing of the corporation 
may limit the length of this basic term. 


2. The lease provides for periodic rental payments during this base period, which 
are calculated to return the original investment in the asset to the owner with a 
predetermined rate of interest. Occasionally, where the basic term is short in rela- 
tion to the asset’s economic life, or where land values represent a substantial 
portion of the investment, the amount repaid during the basic term of the lease 
may be something less than the original investment. 


3. The rental payment so determined may be increased to cover the costs of 
maintenance, taxes, insurance, and other expenses directly related to the property. 
Usually, however, the arrangement is on a net lease basis, with the corporation 
assuming the obligation for these expenses as well as continuing reponsibility for 
the management of the property. 


*’Gant, Donatp R., “Tllusion in Lease Financing,’ Harvard Business Review, 
March-April, 1959, 
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[Schedule 2] 


é 3 
25) 2 he 
Assets 5 Si Liabilities a) te 
H|E| 3 BH Ie les 
PIL s 5 | oO] o 
OA 4 (Sy) van eee 
Accounts Receivable Accounts Payable 
Customers (Less Reserves) | V For Merchandise.......... Vi 
From Affiliate, if concern is Hor Services=s) 29.4. . .2) aul 
in healthy shape and ac- To Directors... nc. chs st V 
counts are oe ae on To ning tae rere Abi 
regular terms. ce V To Officers. . JV 
From Afhliate, if concern is To Partners... Wee) sy 
in unhealthy shape, or ac- To Related Concerns Stok: V 
counts are not being paid Sundry. 2 ert eee ee V 
on regular terms........ J Accruals 
From Directors.......-... V Commission. . Vi 
From Employees.......... V Interest....... J 
romy@iicersay.s0 9. V Other Expenses. V 
Nromypartmers)y... os cucr V Pay Rolls... V 
From Subsidiary, if concern Veni bias mentees a rate V 
is in healthy shape, and Salaries V 
receivables are being paid axes Walsn keciere Nae V 
on regular terms........ V Wid SOS: eine ese oe V 
From Subsidiary, if concern Advances from Customers...| V 
is in unhealthy shape, or 
accounts are not being 
paid on regular terms... V Bills Payable foe as Notes 
Miscellaneous............ J Payable). . a8 é 
Qatar. 225 Coen eeeea V Bonds 
Advances Amount Maturing within 
For Merchandise.......... V OnesY earkigean cnr: V 
For Mining Royalties..... V Amount Maturing after 
Horvinavelings...5........ V Onegy Car sane sascheaente V 
MiorAtiilatemaecie =os6 0. st V No Definite Maturity 
Mopkinployeess o2....00 46 V Date: 55 tapes oneness: V 
PROV SU Ssidiany ey eee eee V 
ING KO UBRIUING, 5 ome AGO Bee V 
Assets, Miscellaneous........ V Capital (If Partnership or 
Automobiles. . V Rroprietorship) seer 
Bills Receivable (Same ¢ as 3 Ac- Capital Stock 
counts Receivable)...... IN, 18h ore (C) SHOOK: osc dese V 
Blending Rightss. 2240... 4.2 V Common stocks. seer ee V 
BondaDiscounts.-—-) 42. V Minority Interest......... J 
BOndSic arr err oe V Preferred or Preference 
Bookplates StOc kee ee meee ere ns V 
A GCOS CMAN rca ose case ces SA PULEER Cty piece 27? NA 
MetaliValuese ss sie. 3 V Chattel Mortgage. . V 
Bottling Rights. . VY | Common Stock.. Sree 
Brands, Trade.. : V | Conditional Bill of Sale. erie V 
Building and Loan Shares. V Contingencies, Reserve forT.. 
Building sree deen a V Contracts Payable.......... V 
Canadian Government Secu- Crediti Balances joes ae V 


Titles oe wal herent: RG 


Customers’ Deposits........ 
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[Schedule 2 (Cont.)] 


: z 
s fe oe ee) 2 6 
Assets Fy 2 Liabilities a = 
ie ancy or | jes las) 
6 \ais Slalz 
j TQ | mH 
Cash Debenturestrvas oe ae 
ingBanky get wasrer ee al Amount Maturing within 
InuClosedeBankeye me aceacier V One. ¥eartese cen ask V 
In Sinking Fund.......... V Amount Maturing after 
Onward ees ie eee ees V One: Years eee eee V 
Restricted srear enter V Deferred Credits or Income. . Vv 
Cash Value of Life Insurance. | | ¥ | | Deferred Taxes on Income. . V | 
Catalogues................. | V | Deferred Income............ Vv 
Claims for Refunds under Deposits 
Carry-back Provisions of From Customers..........| ¥ 
JIS IU) Ran a iitessonaas meu From Employees.......... Vv 
PLES ii ae Vv ry From Officers......:......| V 
ODULAC ES aeeetatuies ead creates From Salesmen........... V 
Copyrights. ................ V | Depreciation (Deduct from 
Debenture Discount......... V Related Asset).......... 
Debtors, Sundry.. Dividends Payable.......... Vv 
Deferred Charges “(See also Donated Surplus............ Vv 
Prepaid Items)......... Dueactonte. ieee eee 
Deficit (Profit and Loss).... Aa ie ; 
Delivery Equipment........ Earned SUL IS eee WV 
Deposits Karnings ; 
Wither ctoraae sneer nee V Employed in Business..... / 
With Mutual Insurance Remmv.este dias: eit san wW 
Company tyse iy. Retained. . eee ah Vi 
With Workmen’s Compen- Employees’ Deposits. ease oie V 
knee Comsmission 2 iy Federal Income Taxes....... V 
8 ee Funded Debt 
Development Expense. ae V : wan 
Amount Maturing within 
Dies. . é V 
; OnesVear sts ©, a, ae Vv 
Docks. Bib Sot eA Naa Miao cee is ; 
: mount Maturing after 
Drain esterine sree ee ree: V Onan &) 
Emergency Plant Facilities. . V Oh CRM tae eed era 
Equipment. . Seb cans NA Yncome Deferred............ V 
Experimental Expense. iho eee vl Inecine Lares Oe ea ine Y, 
Exploration Expense. . : V 
Federal Government Securi- Loan from Factor...........] V 
ties (sce United States Loans Payable (Same as 
Government Securities) . Notes Payable)......... 
Financing Expense.......... NA Bal, bat 
HixedBASSeteaen tne ee te V wilnority Lntenesti: tae et Mi 
: Mortgages 
HUXEUTCS Hehe e eee ne er Vv 5 Ate 
: ; Amount Maturing within 
Foreign Assets—Restricted. . A Oneay 
r I MEOLViCar reac ae eee V 
OLDUUL AS es eeten ee si tree ee ! V : 
Amount Maturing after 
Hranchises. 1 seen V 
Hurnittiness 2a eee V apni: as: M: " 5 it : sh 
Good Wile 4 ile Bet epee | YT PRL ee 7 
Government Securities (see) iy 1 ai eens 
United States Govern- | Net Worth (If Partnership | 
ment Securities)........ or Proprietorship)....... Vv 
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= ec) 
Assets 5 a Liabilities qa = 
E/E] 3 EPI es 
2/2) % | || ©) & 
See qt O}n|4 
improvementsan. eee V Notes Payable 
Insurance Deposits.......... V For Merchandise.......... V 
Insurance Premium, Prepaid. V ADO MS ans ferret ee a ey; 
Interest, Accrued........... V Wosindividualsaene see V 
Inventory IN) QUNSBs noose snce cen asaol W 
Advances on Merchandise.] V No) IERWAH NA). 6 coe on eam 6 ol) WY 
Hinished Goods. .....0-) 0) To Stockholders.......... V 
1Ga TTS oN Sorat ci NA Term Loans (Same as 
On Consignment.......... V Bonds) Sea wetense eee 
Rawa Materials en. esse. V 
Sup plies ave ac A eens sane, V Officers’ Deposits........... V 
WiorksinsProcess:.4. .. eee J 
Investments* : : V ald=iae SUnplUses ane V 
Investments in and Advances Payrolls Accrued........... 
to Subsidiaries and Affil- Preferred or Preference Stock 
CNT 2 one ee eee er Vv Provision for Income Taxes. . 
ILgENaNs lle Tis So te tage ORE aa V 
SaSts tee toe es os Bnd Reinvested Earnings. Se aa, 
Leasehold Improvements.... Rent Unpaids...- V 
1 GREGNSES so) Vc KPa ey a ee V Retained Earnings. Le a en 
NRIGenSeSi- ce ree ee V Reserves 
Life Insurance CashSurrender Bad Debts (Deduct from 

WETIUIGS Sacoere SirtCe 7 eee? Vv Accounts Receivable)... 
istede Securities. 7s 42.46 V Contingenciest........... 
Doge) ATMS mes oo ae OF V Depletion (Deduct from 
Loan to Subsidiary.......... V Related Assets)......... 
IWEGIUENSN ae 5.08 bales oiee o1g6 6 V Depreciation (Deduct from 
Mig reR WATS IMSS 4 ai ey on ene v Related Assets)......... 
IMaTimoslistS@rige.. i. ane v Discounts (Deduct from 
Maintenance Materials and Accounts Receivable) .. .! 

Parts. . ame oof Vv Inventory Adjustments | 
Marketable Securities*...... Vv (Deduct from Related | 
Merchandise (see Inventory). ASSETS) ee tern ae: 
Mineyalsltanceners ee eran Vv Obsolescence (Deduct from 
INEIN CS en ty sorte ceed cs) V Related Asset).......... 
Miscellaneous Assets........ V Retirement Capital Stock. . | v 
Miscellaneous Receivables. . . V Self-insurance............ 

IModelsteye atten; sent V TRaXGSee at ee eee 

Mortgages Receivable....... J Unexpired Subscriptions. .. V 

Municipal BONUS eee aeae os V Unrealized Profit....... Ae V 

Municipal Bonds in Default. V | 

Notes Receivable (Same as Salarigee kc ees ay 
Accounts Receivable)... 

Organization Expense....... 

Packaging and Shipping Items V 

Patent Sameer Weriee ce rae SFP Renee, Vv 

PAD O ES TOPS? Se Sa A ae iS TS Nett V 

Rensioneiung sameeren errr V 
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o 
ale 
Assets a =) Liabilities 
5 |8|= 
OO} mle 
LAT eee Pee ey soe ene V Salesmen’s Deposits......... 
Prepaid Items | Sales sien nese re. ts eee 
TNSunLANCeneeee ser erye V Separation Allowances....... 
Rent............-2.-005- Vv Shareholders’ Equity....... 
Royalties................ Sl Social Security Taxes........ 
UPD Ue ene ere v | Stock.. Saline 
4 Taxes. .......-....6 0.08. v iF Stock Subscriptions. a ee 
TOCERSESS Ga Wee dak EAS Ss oe 
Erode and Lees (De fit) San bee Stockholders’ IBCs co oae us 
Property Pa ay Subordinated Debentures 
Oe ee v, (Same as Debentures).. . 
Real or ce Z aca baci Se idem BEEBE OORT 
Retundable Federal Taxes on Surplus Account 
fee cane eee o Capital SUBIR, vaoocedane 
Research Expense........... OCB cis cle 
Revenue Stamps............] V Donaped gree aes 
apis Poblisiicg ©. nee .. Eean ee FT aa 
RO veltveierepald se ero J ute ae en es 
Savings and Loan Shares....| V Protivy and = Loess ked 
DCCULIUICS See te ein ers V (Dedipce)s ss: SRT 
ie ch eee J SUrpINS cee ere 
Sight Drafts ava ames Surplus from Appreciation. 
Sinking Fund... lk, a Undivided Profits......... 
State Bonds... be eins : 
Stocks and Bonds*. ea ciate e V Taxes, Unpaid. ..........+.. 
Stock Subscriptions......... V Withheld at Source. ...... 
Subscription Wists seen. ae V Term Loans (Same as Bonds). 
SuncdnyaWebtorsaasss ee eee V Trade Acceptances Payable. . 
Sunpluss@Mehieit) mass se nae J 
Timber (Standing or Uncut). , Unearned= Incomes. a 
WU OG SHER ase comnts é : 
Er ACIN Saat ee ee vy | Wages, Unpaid............. 
Trade Acceptances.......... Vv 
rAder brand cere stan V 
plirade=mark sents. ne ety V 
sradewN aime anes eater re Vv 
ADRSDS TIA BLOT Bhd paral bel V 
plireasuryva stocks aerate V 
MrUcksmer cme mre pa ter kere NA 
Unamortized Mortgage or 
Bond-Expense.......... V 
United States Government 
SCCuULItIES ee men eee V 
Agencies of the Federal 
Government V 


* See pp. 84-85. 


t See p. 108. 


RSs | Current 


| Slow 


KR ‘| Net Worth 
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4. The lease customarily provides some means by which the corporation may con- 
tinue to use the asset after the expiration of the basic lease term. This may take 
the form of renewal options for additional periods, usually at rentals substantially 
reduced from those paid during the initial term. The corporation may also be 
given an option to purchase the asset at the end of the basic lease period, or some- 
times even during it. 


In these transactions the lease creates a commitment on the part of the 
lessee to make a series of payments over a future period of time, which is 
as much a fixed obligation as the interest and sinking fund requirements 
of a long-term debt. The net lease arrangement, which has become so 
widely used, obviously is intended to assure the lessor of a fixed monetary 
return while relieving him of the responsibilities of ownership. 

The sale and lease-back technique and the net lease type of obligation 
have grown by leaps and bounds in more recent years. It was originated 
for chain store operations, but it has spread into many areas of manufac- 
turing and marine and air transportation. The technique provides a rela- 
tively easy means for corporate expansion. The alternative is a heavy 
direct investment in fixed assets financed by funded obligations or by the 
issuance of capital stock or both. Under the conventional method of ex- 
pansion, the increase in fixed assets, funded debt, and capital stock would 
appear in the balance sheet. Under the existing conventions of accounting 
practice, a borrowing transaction is recorded in the balance sheet, a lease 
transaction is not; interest paid on debt is shown as a financial charge in 
the income statement; rental payments are generally buried among cost 
of sales and selling and administrative expenses. 

In 1949, the Committee on Accounting Procedure of the American 
Institute of Certified Public Accountants, apparently motivated by the 
wave of sale and lease-back transactions then taking place, investigated 
the possible need for revised accounting standards which would in some 
way report details of existing lease obligations, where material. The recom- 
mendations adopted by the Committee at that time pictured the problem 
as follows: ‘‘One of the effects of the long-term lease as a substitute for 
ownership and mortgage borrowing is that neither the asset nor any 
indebtedness in connection with it is shown on the balance sheet. This has 
raised the question of disclosure in financial statements of the fixed 
amounts payable annually thereunder. .. . ’°§ This Committee cur- 
rently recommends that, where rentals or other obligations under long- 
term lease “are material in the circumstances’’: 

(a) disclosure should be made in financial statements or in notes thereto of: (1) 


the amounts of annual rentals to be paid under such leases with some indication 
of the periods for which they are payable, and (2) any other important obligation 


58 Accounting Research Bulletin, No. 38 (American Institute of Certified Public 
Accountants, New York, October, 1949). 
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INDIVIDUAL [9 CONSOLIDATED (9 


UNIFORM CONDENSED COMPARATIVE FINANCIAL STATEMENTS ( 


STATEMENT DATE 


1 CASH 


2 MARKETABLE SECURITIES 


3 NOTES RECEIVABLE 


4 ACCOUNTS RECEIVABLE 


5 INVENTORY 


7 OTHER CURRENT ASSETS 


| 


8 TOTAL CURRENT ASSETS 


9 FIXED ASSETS 
10 INVESTMENTS 


11 PREPAID~DEFERRED 


13 OTHER ASSETS 


14 TOTAL ASSETS 


15 DUE BANKS 


16 NOTES PAYABLE 


17 ACCOUNTS PAYABLE 


18° ACCRUALS 


19 TAXES (Except Federal Income) 


20 FEDERAL INCOME TAXES 


21 LONG TERM LIABILITIES (Curr) 


23 OTHER CURRENT LIABILITIES 


UT 
SUSUUTUSGUERRTEE 


24 TOTAL CURRENT LIABILITIES 
ee 


25 LONG TERM LIABILITIES 


26 


27 RESERVES 


SEE -— 


28 PREFERRED STOCK 


29 COMMON STOCK 


30 CAPITAL SURPLUS | 


31 EARNED SURPLUS lercvedl 
32 NET WORTH (Prop or Port) = 


GET YA RE PS, a 


NET WORKING CAPITAL 
CURRENT RATIO | 


TANGIBLE NET WORTH 


BG-02(31266) 


Form 12. Comparative statement form used by Dun & Bradstreet, Inc. (front). 
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INCOME STATEMENTS AND SURPLUS OR’ NET WORTH RECONCILIATIONS 


FOR THE YEARS ENDED 


34 NET SALES 


COST OF GOODS SOLD 


GROSS PROFIT 
37. “EXPENSES 
38 DEPRECIATION 


39 NET INCOME ON SALES 


40 OTHER INCOME 


4) OTHER EXPENSES 


42 FEDERAL INCOME TAXES 


OTHER TAXES 


FINAL _NET INCOME 


45 SURPLUS OR NET WORTH START 


46 Add: Net Income 


Adjustments 


Deduct: Net Loss 


Adjustments 


Dividends—Withdrawals 


51 SURPLUS OR NET WORTH END 


Net Profits on Net Soles 
Net Profits on Tangible Net Worth 
Net Profits on Net Working Capital 
Net Sales to Tangible Net Worth 
Net Soles to Net Working Copital 
Average Collection Period 


_Net Sales to Inventory 
Fixed Assets to Tangible Net Worth 
Current Debt to Tangible Net Worth 
Total Debt to Tangible Net Worth 
Inventory to Net Working Capital 


Current Debt to Inventory 
Funded Debt to Net Working Capital 


INSTRUCTIONS TO REPORTERS 


A REGARDING CAPTIONS AT BEGINNING OF STATEMENTS: B Use lines 6,12,22, ond 26 for significant items not otherwise provided for. 
Print title, using less than 25 characters including spaces. 
1. Figures of a Corporation without Subsidiary(s), Proprietorship or Partner- 
ship: Check box after “'Statements’’. C Use lines 7,13, ond 23 for minor items and/or groups of miscellaneous items 
DO NOT write in title, If necessary, explain in Analysis. 
2. Figures of a Corporation showing Investment In Subsidiary (s): 
Check box after “'Individual’’. D When there is more thon one item for 25 or 27 group and explain in 
Analysis if necessory. 
3. Figures of a Corporation consolidating figures of Subsidiary (s): 
Check box after ‘‘Consolidated’’. E When the same footnote symbols opply to all years place after the Item; 
otherwise place before amount, 


*, If Statements are “‘mixed’’; Write in type of each statement above the date 
of thot statement. 


5. If necessary to show “Fiscal’’ or ‘'Interim'’ Write in below the date of 
stotements. 


Form 12. Comparative statement form used by Dun & Bradstreet, Inc. (reverse). 
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NAME _ aes — se 
— | ae ees 
bare naa memo Teel 


| 
| 


[3] CASH 


GOVTS. & MKT. SECURITIES 


NOTES RECEIVABLE—TRADE 


ACCTS. RECEIVABLE-TRADE 


RESERVE FOR BAD DEBTS 
NET RECEIVABLES 


INVENTORY (153/188 INCL.) 


CASH VALUE LIFE INS. 


AAAI 


ADV. & INVEST.—AFFILIATES 


FIXED ASSETS 


G|OTHER ASSETS 


8] RESERVES FOR DEPRECIATION 


[_24]nores pavasu: 


L | 25 |nores 


CURRENT LIABILITIES 
ONG TERM DEBT—BANK 


CURRENT MATURITY TERM DEBT 


SUBORDINATED DEST 


TOTAL LIABILITIES 


z 


SURPLUS RESERVES 


CAPITAL K—PREFERR' 


CAPITAL STOCK—COMMON 


TREASURY STOCK (AT COST) 


43| CAPITAL SURPLUS 


mHrPOs om 


44| EARNED SURPLUS 


TOTAL LEAB. & NET WORTH 


CURRENT ASSETS 


48| CURRENT LIABILITIES 


| 49] WORKING CAPITAL 


WORTH X DEBT (S2 + 35) 


62| TANGIBLE NET WORTH 


CURRENT RATIO (11 + 31) 
QUICK RATIO (1, 27+ 31) 


SALES 


<D>rp>rrce 


WET PROFIT; LOSS 


DIVIDENDS 


INC./ DEC.WORKING CAPITAL 


INC./ DECNET WORTH 


CONTINGENT LIABILITIES 


Form 13. Comparative balance sheet form used by First National Bank of Chicago. 
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C| 104[ SELLING @ OPERATING EXP. 
P pod GENERAL & ADMIN. EXP. 


E 
Rliovlerorrr rromorerarions | |S 
oo 


T 
1 [109/oTHER INCOME 


©/110] oTHER EXPENSE 


EARNED SURPLUS— BEGINNING 
S |117|wet pRoFit Loss | 
UTIs} oivivenos 


123] EARNED SURPLUS—ENDING 


4|SOURCE OF FUNDS 
o 126 NET PROFIT 
R |!26 DEPR. AMORT. DEPLETION 
C {127 INC.—TERM DEBT 
E lize 
& 
A OTHER ACCOUNTS—NET z 
id 
P SURPLUS ADJUSTMENTS 5 


L 132] DECREA QORKING CAPITAL 
I }133 TOTAL 
re oe — a ne a 
R 134]aPPLICATION OF FUNDS 
2% [135] DIVIDENDS PAID 
1 [136] INVESTED IN FIXED ASSETS 


ray i 
N 137 REDUCTION—TERM DEBT 


F {140 OTHER ACCOUNTS—NET 
x 141 SURPLUS ADJUSTMENTS 
D [42] INCREASE WORKING CA 
S$ |143 TOTAL 


144] GROSS PROFIT (103 + 101) 
145| qq SELL & OPER. EXP. (104 + 101) 
146|sq GENL. & ADM. EXP. (105 + 101) 
% 14755 PROFIT BEFORE TAX (112 + 101) 
148] qq PROFIT AFTER TAX (115+ 101) 


% 

% 

% 

% 

% 
149]¢ RECEIVABLES CURRENT % 
161]inv. TURNOVER ON COST OF SALES 


32) a8 |e [a8 Jae [ae) 


163] 1wVENTORY—FINISHED | 


INVENTORY—PROCESS 
155] invENTORY—RAW 
156] iNVENTORY—OTHER 


157| RESERVE FOR INVENTORY [ 


158] NET INVENTORY 


Stee: a 


“POH Zm<Z™ 
gz 


Form 13a. Comparative income statement form used by First National Bank of 
Chicago. 
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NAME 

BALANCE SHEET Source — 
ASSETS Date — 
Cash 

Securities 


Receivables—Net (Reserve Below) 
Inventories 


8 Other Current Arsets—No 
—_2______CURRENT_ 


Investments & Ad rances—Affiliations 
Misc. Other Advanves—Note (A) 


Leasehold Improvenients 
Land & Buildings 
Equipment, etc. 

Fixed Assets—(Net) 
Deferred Charges, Etc. 
Intangibles 


Other Assets—Note (A) 
OTA 


LIABILITIES 
Notes Payable—Banks 

Notes Payable—Others—Note (A) 
Accounts Payable 
Accruals—Taxes & Misc. Expenses 
Provision for Income Taxes 
Current Portion—Long Term Debt 


Other Current Liabilities—Note (A 
RREN AB 


Other Liabilities—Note (A) 


Subordinated Debt 
Capital Stock—Preferred 
S “ —Common 
Surplus—Capital 
“ —Reserved 
“ —Earned 
Treasury Stock 
ET WORTH 
CAPITAL FUNDS (N.W.+S.D.) 
TOTAL _ 


Reserve for Doubtful Receivables 


Note (a)—See Over 
Analysis By— 


Form 14. Comparative balance sheet form used by the Mercantile Trust Company, 
St. Louis. 
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NAME 
INCOME AND SURPLUS Period Period L Period We Period TT Period 
Sales—Gross $ $ Sica 5 7 
Less—Returns, Allowances, etc. 
ales —Net 
4 = 
S || Cost_of Sales l 
6 
hy7: Oss it 
8 || Sales, Admin., & Gen'l. Expenses 
9 Salaries—Officers T 
10 Salaries—Sales Employees if 
1 Salaries—Other Employees I 
12 
13 
14 
: t 
17 Zz 
18 
19 
20 
21 I 
22 Sundry 
23 TOTAL OPERATING 
24 ||Other Charges & Credits 
2s 
26 ae 
27 
28 
23 
3 ‘Sundry 
31 Total—Other Inc. & Chg’s.—Net 
32 || Net Income—Before Fed. Taxes 
33 || Prov. For Fed. Income Taxes 
4, fet Profit or SS 
& % %e % %e % 
36 Sales—(Net) 
37 ||? | Cost of Sales | 
38 Operating Expenses 
39 ||] Other Chg’s. Net of Other Income 
40 Prov. For Fed. Inc. Taxes 
41 Net Profit or Loss 
42 
t Beginning 
44 Net Profit or Loss 
45 
46 Sundry 
| Dividends—Cash 
48 “  —Stock 
49 Withdrawals 
50 ly 
St Sundry 
$2 At End 
3 
54 == 
Analysis By— 


Form 14a. Comparative income statement form used by Mercantile Trust Company, 
St. Louis. 
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assumed or guarantee made in connection therewith; (6) the above information 
should be given not only in the year in which the transaction originates but also 
as long thereafter as the amounts involved are material; and (c) in addition, in 
the year in which the transaction originates, there should be disclosure of the 
principal details of any important sale-and-lease transactions. °? 


Rules of the Securities and Exchange Commission treat this subject in 
the following more general way, and as a result little pertinent data on 
leases are filed by registrants with the Commission: ‘‘Where the rentals 
or obligations under long-term leases are material there shall be shown 
the amounts of annual rentals under such leases with some indication of 
the periods for which they are payable, together with any important 
obligation assumed or guarantee made in connection therewith.”® This 
subject of the disclosure of details of lease obligations, where lease obli- 
gations are material, is one which has continued and at this writing is 
still receiving considerable attention in recognized accounting circles. ®! 


CLASSIFICATION OF BALANCE SHEET ITEMS 


It is no wonder that many items in balance sheets are classified in 
different ways, considering the fact that balance sheets are prepared by 
thousands of certified public accountants with different degrees of train- 


59 Accounting Research and Terminology Bulletins, p. 126 (American Institute of 
Certified Public Accountants, 1961). 

60 Regulation S-X, Rule 3-18(6), p. 5, Oct. 15, 1964). 

61 For a history of the development of this form of financing and a detailed explana- 
tion of the many varied forms of sale-and-lease arrangements, and the accounting 
problems involved, see “Corporate Financing through the Sale and Lease-back of 
Property: Business, Tax, and Policy Considerations,’ Harvard Law Review, November, 
1948, and ‘‘Sale and Lease-back of Corporate Property,’ Harvard Business Review, 
March, 1949, both studies by William L. Cary; “Danger Signals to Accountants in 
‘Net Lease’ Financing,’ by Arthur M. Cannon, The Journal of Accountancy, April, 
1948; Long-term Leases: Problems of Taxation, Finance, and Accounting, by Albert H. 
Cohen (Bureau of Business Research, University of Michigan, Ann Arbor, Mich., 
1954); “Illusion in Lease Financing,’”’ by Donald R. Gant, Harvard Business Review, 
March-April, 1959; ‘““The Financial Community Looks at Leasing,’ by Richard F. 
Vancil and Robert N. Anthony, Harvard Business Review, November-December, 
1959; “Disclosure of Long-Term Leases’’ by Alvin Zises, The Journal of Accountancy, 
February, 1961; and “Recording of Lease Obligations and Related Property Rights,’ 
by John L. Hennessy, The Journal of Accountancy, March, 1961. The nineteenth 
edition of Accounting Trends and Techniques points out that for 1965, 283 out of 600 
corporations surveyed “referred to, or implied, the existence of long-term leases in 
their 1964 reports (to stockholders). Of these companies 222 provided in varying 
degrees and combinations such factual information” as the amount of the annual 
rent, the aggregate rental, the lease expiration date, the number of leases, information 
as to renewal or purchase option, details as to sale-and-lease-back provisions, and 
term leases. Of the remaining 61 companies, 24 ‘merely implied or indicated the 
existence of such leases by reference to leaseholds or leasehold improvements’’ while 37 
“referred to their long-term leases only in a general way without relating any funda- 
mental features. The foregoing information was usually presented in the notes to the 
financial statements.’’—p. 77. (American Institute of Certified Public Accountants, 
New York, 1965.) 
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ing and experience, and by even more thousands of near-accountants, 
bookkeepers, and businessmen, generally with less understanding and less 
knowledge of accounting principles and standards. Even among certified 
public accountants, the classification of items varies widely. One account- 
ant will set up the cash surrender value of life insurance as a current asset 
while another accountant will consider this item as a miscellaneous slow 
asset; one accountant will set up receivables due from officers as a current 
asset, while another under similar circumstances will classify the item as a 
slow asset; and one accountant will treat the current serial maturity of a 
funded debt as a current liability, while another will leave this maturity 
lumped with the total funded debt as a deferred liability. In some cases, 
the difference is due to varying interpretation of management intentions 
and the various broad purposes for which financial statements are used. 
In most cases, the difference is a real difference in opinion, or even lack of 
opinion, among accountants. 

Schedule 2 on pages 123-126 for classifying balance sheet items has 
been prepared from experience in posting thousands of financial state- 
ments in almost every line of commercial and industrial activity in every 
state of the Union. This classification shows not only which items are cur- 
rent (that is, a current asset or a current liability), which items are non- 
current, also termed slow (that is, fixed assets, miscellaneous assets, and 
deferred liabilities), but also which items are intangible. There are ac- 
countants, bankers, and business consultants who differ in their individual 
classifications of one or several of these items, or who might well differ 
in a particular case, but this classification has generally proved to be con- 
servative, effective, and reliable from the viewpoint of bankers, credit 
men, accountants, security underwriters, brokers, investors, officials of 
business enterprises, and analysts. 


TYPICAL FINANCIAL STATEMENT FORMS 


Many of the larger commercial banking institutions and business corpo- 
rations, as well as mercantile agencies, have their own specially prepared 
financial statement blanks. The simple short forms are printed on two 
pages, while the more elaborate long forms run to four pages. In the long 
forms, the first page is lined to receive the assets and the liabilities, and 
the second page generally to receive the income statement and the re- 
conciliation of retained earnings (surplus). The third and fourth pages 
then contain such supporting schedules and supplementary information 
as a breakdown of receivables, details regarding life insurance carried, 
segregation of investments, real estate, and mortgages, and contingent 
liabilities. 

The short forms are often printed on elongated sheets. The details of 
assets and liabilities are requested on the first page, and all other data on 
the reverse. The income statement and the reconciliation of retained earn- 
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ings (surplus) are condensed into one continuous schedule. The other 
schedules and supplementary information also are briefed. These forms 
provide for all the information usually available on smaller business 
enterprises, as the schedules and the supplementary information requested 
on the typical long form rarely apply to small concerns. All blanks cover 
approximately the same essential ground, with particular emphasis on 
different items or phases of supplementary financial information. Illus- 
trations of early financial statement forms appear on pages 11, 14, 16, 18, 
and 20. Illustrations of typical financial statement forms now in current 
use appear on pages 98-99, 102-105, 114-115, and 118-121. 


Specialized Financial Statement Blanks 


The statement form used by the National Credit Office, Inc., with the 
accountant’s supplementary information sheet, are unique in their appli- 
cation and in their completeness. The statement of financial condition is 
mailed in an envelope to every concern in the industries upon which 
National Credit Office, Inc., issues a credit report. One page of this form 
requests the usual balance sheet information with supplementary informa- 
tion regarding qualifications of accountants, if any, inventory valuation, 
insurance, and condition of the receivables. The second page requests the 
profit and loss figures, the reconciliation of surplus or net worth, and the 
accountant’s ‘‘opinion.” 

The Accountant’s Supplementary Information sheet is mailed, whenever 
it is deemed necessary, to the accountant who audited the books to obtain 
information regarding the scope of his audit and the steps taken by the 
accountant to verify receivables and inventory, together with other perti- 
nent data. These schedules are printed as received by the offset printing 
process, and are distributed immediately by the National Credit Office, 
Inc., to their interested members, banks, and mercantile houses. 


Posting a Comparative Statement Blank 


The first step which is taken with a balance sheet preparatory to analysis 
is to transpose the figures to a prepared comparative statement form 
technically known as a posting sheet, or a spread sheet. It makes no differ- 
ence whether these were obtained from an accountant’s report, from a 
financial statement blank of a banking institution or a mercantile creditor, 
from an annual report to stockholders, from an investment service, from a 
letterhead, or from a plain sheet of paper. If prepared comparative state- 
ment forms are not available, accountants’ standard columnar paper or, 
as a last resort, plain paper may readily be used. The practical objective 
is to take any balance sheet, no matter how lengthy or how complicated, 
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and to combine similar items under the four primary groupings of the 
assets and the three primary groupings of liabilities described in this chap- 
ter. In this way, the figures to be analyzed will be relatively few in number 
and in a comparative form from one accounting period to another. In this 
process, as already mentioned, it is desirable to deduct valuation reserves 
for bad debts, depreciation, obsolescence, and depletion from related 
assets, so that these asset items will be carried net on the posting 
sheet. 

Schedules 3, 4, and 5 are illustrative of this technique. Schedule 3 takes 
the balance sheet of a moderate-sized retail store and, by the use of arrows 
running from items in the audited balance sheet to a particular item on 
the posting sheet at the right of the page, shows how all the original items 
are arranged and combined in accordance with the classifications given on 
pages 123-126. Cash in Banks of $5,747.32 and Cash on Hand of $515, for 
example, are combined to create the one item of Cash $6,262 on the post- 
ing sheet. In a similar way Notes Receivable of $557.80, Fred Jacobs— 
Personal of $52.53, Deposits of $75, and Claims Receivable of $162.13 are 
combined into the one item of Miscellaneous Receivables carried on the 
posting sheet at $847. In this process the item Notes Receivable of $557.80, 
which is carried as a current asset by the accountant, becomes a slow asset 
on the posting sheet. The notes receivable are a miscellaneous asset in this 
case as a retail store has no occasion to accept notes in its normal business 
operations. Below the rearranged balance sheet figures on the posting 
sheet, three supplementary figures have been computed, Net Working 
Capital at $49,492, the Current Ratio of 3.90, and the Tangible Net 
Worth of $60,130. Below these figures, Net Sales, Net Profits (after 
Federal income tax), and Dividends have been inserted for ready 
reference. 

Schedule 4 follows this same procedure for a wholesaler of tobacco prod- 
ucts with a tangible net worth of $450,430. The audited figures show Ac- 
counts Receivable—Trade Debtors of $134,566.09 less a Reserve for Bad 
Debts of $10,000, giving net Accounts Receivable of $124,566.09. Only this 
net figure shows on the posting sheet. Sundry Accounts Receivable of 
$19,936.53 and Due from Employees of $3,000 are combined into the one 
figure of Miscellaneous Receivables of $22,936 on the posting sheet. In the 
liabilities, Sundry Accounts Payable (Commissions, Royalties, etc.) carried 
at $77,203.22 and Accrued Charges of $15,289.12 are combined into the one 
item of Accruals $92,492 in the posting sheet. In this process, Sundry Ac- 
counts Receivable $19,936.53 carried as a current asset by the accountant 
becomes a slow asset, and the Reserve for Contingencies $15,000 carried as a 
deferred liability by the accountant becomes a current liability. In the 
determination of the Tangible Net Worth, the Deficit of $299,570 is de- 
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ducted from the sum of the Capital Stock $30,000 and the Capital Surplus 
$720,000, to give the figure of $450,430. 

Schedule 5 for a large manufacturer of machines and tools with a tan- 
gible net worth of $38,543,712 has been treated similarly. As the Reserve 
for Doubtful Accounts and Notes of $130,523.85 is a valuation reserve, it 
has been deducted from the item of Accounts and Notes Receivable—Trade 
of $4,698,803.88 to give the net figure of $4,568,280.03 which is carried in 
the posting sheet. Other Accounts and Notes Receivable of $123,233.65, 
which the accountant has carried as a current asset, becomes a miscellane- 
ous asset in the posting sheet. Reserve for Possible Loss of $2,750,000 set up 
against Investments has been deducted and only the net figure of Invest- 
ments amounting to $1,931,821.29 is carried in the posting sheet. In the 
liabilities, the only change is the posting of the Contingency Reserves of 
$887,699.28 as a current liability. As a result of these modifications the 
Current Assets in the posting sheet amount to $17,728,714, compared with 
$17,851,947.74 in the audited figures, and the Current Liabilities to 
$3,732,527, compared with $2,854,828.19 in the audited figures. The 
Tangible Net Worth is computed ‘by deducting Patterns, Drawings, and 
Dies valued at $2,100,000 and Good Will valued at $11,000,000 from the 
sum of the 5 per cent Cumulative Preferred Stock, Common Stock, Capital 
Surplus, and Harned Surplus. 

If two or more balance sheets are being analyzed, the comparable items 
in each balance sheet are posted on the same line, thus making a running 
horizontal comparison relatively easy to follow. Many examples of this 
running comparison appear in succeeding chapters. Forms 12, 13, and 14 
picture three such comparative statement blanks. The figures from the 
oldest balance sheet are posted in the first column for figures at the left, 
and succeeding balance sheets follow in chronological order to the right. 
The blank spaces in the extreme left-hand column are available for items 
peculiar to one concern, which may readily be inserted with ink in 
longhand. 

No matter how complete a balance sheet may seem to be, additional 
information is almost always needed by the skilled analyst. The particular 
points upon which explanatory information is needed come to his mind as 
the analyst transfers the figures from the statement form to his posting 
sheet, particularly if he has figures for previous years. A noticeable in- 
crease or decrease in any item—receivables, merchandise, due from 
officers or employees, current liabilities, net sales, or net profits—or in 
important ratios between items calls for explanations. What caused the 
increase or the decrease? Then the policy which brought about the in- 
crease or the decrease must be evaluted. As a result of these changes in 
the financial setup, the concern is either stronger or weaker, a better or a 
poorer risk, 
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THEORY AND PROBLEMS 


1. An examination of the balance sheet of an industrial company is made for credit 
purposes and the following conditions are discovered: 


a. Cash includes a substantial sum specifically set aside for the immediate recon- 


db. 


struction of plant and new machinery. 

Trade accounts receivable include a large amount of customers’ notes of which 
a considerable number have been renewed continually. The interest is settled 
on each maturity date and the makers are in good credit standing. 


. Inventory includes retired machinery, some at regularly depreciated book 


value, other at scrap or sales value. 


. Surplus includes a sinking fund reserve, set up out of profits in accordance with 


the trust deed. 


How should each of the foregoing items be shown on the balance sheet? Gives 
reasons. (A.I.A. examination] 


2. How would you suggest that the following items be presented in a balance sheet? 


a. 
b. 


O 
d. 
e. 


Dividends in arrears on cumulative preferred stock. 

United States Treasury tax notes purchased for the payment of Federal income 
tax. 

Serial maturity of a funded debt falling due in 10 months. 

Cash surrender value of life insurance payable to the business. 

Municipal bonds. 


8. Place the number of each item in the following consolidated balance sheet on a 
sheet of paper. Then classify each item in the assets as current, fixed, miscellane- 
ous, or intangible, and each item in the liabilities as current, deferred, or net worth. 


MacuHiInpry MANUFACTURING CORPORATION 
Consolidated Balance Sheet, December 31, 19— 
ASSETS 


Current Assets 


eX OF) (EE PR ee oe Caen ecmaee cee Cen So et eRe $2,197,523 
2. Marketable securities (less reserve to reduce to value 


3. 


4. 


5. 


6. 


based upon market quotations, $8,381).......... 53,144 
Receivables 
Customers’ notes, trade acceptances, 
AN ORACCOUTTS nee ee eee ae $ 2,357,439 
Unbilled charges to customers for 
toolstandudicsiee sare r ane nen 83, 650 
SUNCIS 5 pa. dooce oe Mee ae et OP 35, 763 
FO Caley eds.) paar ee Re $ 2,476,852 
Less: Reserve for doubtful receiva- 
blésiag. eA eaetr Sheetal ree ree 13,300 2,463,552 


7. Inventories—Finished goods, work in process, ma- 


terials, and supplies (at lower of cost or market). 2,646,488 


‘TotaliCurrenteAsse ts aaa area ae ae nn $ 7,360,707 
Investments and Miscellaneous Assets 
8. Notes and accounts receivable from employees... .. $ 3,193 
OrsMortgage receivables. ae weeret Rees oan ieee as 25, 229 
10. Miscellaneous securities—at cost (less reserve for 
LOSS1$2/ 220) h Stam et ents eee or eee hee, See 1,500 
Total Investments and Miscellaneous Assets. 29,922 


Real Estate, Plants, and Equipment (net value based on 
sound values as appraised as of August 1, 19—, or at 
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MacuINERY MANUFACTURING CORPORATION 
various dates prior; with subsequent additions at cost 
and less subsequent retirements and provision for 


depreciation) 
LSE Lian diets ease recreates ic aus Lease ans an eg 
12. Buildings and building fixtures....... $ 3,123,273 
13. Machinery and equipment........... 8,715,892 
RO talneeetc ree encey ee eee $11,839, 165 
14. Less: Reserves for depreciation...... 6,604, 696 


om Construction singprogresstrt ewan ne ee ae 

Total Real Estate, Plants, and Equipment. . 

16s Patentsand Good Wall 4.) 4.. 45 4. 
Deferred Charges 

17. Prepaid taxes and unexpired insurance premiums... 

TSseDeterredstoolsandadiescostsins wee) | eee cee 

TOM Miscellancousie in mir soars sy eon edees oe 


LIABILITIES 
Current Liabilities 
20. Accounts payable for purchases and expenses....... 
21. Accrued Federal and Dominion of Canada income 


22. Other accrued labilities—Pay rolls, sundry taxes, 
royalties, and miscellaneous.................... 


MTotalsCurrentiaabilitiesse.c roe eee 
Reserves 
23. For possible additional Federal income taxes....... 
PAmeN\iscellancous pre et te one tee ee 
ho ValmReservestyree es eo a ese en ont: 
Minority Interest in Motor Specialties Company, Inc. 
25. Class A capital stock of no par value—52,090 shares. 


26. Common capital stock of no par value—83 shares... __ 


otaleMinorityalmterestun-.4.- cee ee 
Capital Stock and Surplus 
Capital’stock of no par valuew...05...a.262--9+08 
Represented by 
Class A convertible preference—Entitled to 
cumulative dividends of $2.50 per share 
annually and in the event of redemption or 
liquidation to $45.00 per share, plus accumu- 
lated dividends (authorized, 500,000 shares; 
issued, 174,480 shares). 
Class B (authorized, 2,000,000 shares; issued, 
802,087 shares). 
Less: Capital stock in treasury —480 shares Class A 
and 17,087 shares Class B 


27. Net capital stock (174,000 shares Class A; 785,- 
OO0ishares: Class) passer eet eee ae 
Surplus—Including capital surplus 
28am DPLODrMaLed armies erm ewe $ 2,096,885 
29. Appropriated to cover cost of capital 
stock in treasury as deducted from 
capital stock above............. 282 , 487 


(Continued) 


$ 855,608 


5, 234, 469 
11,441 


$ 746,207 
426,111 
397 , 854 

$ 27,416 

13,576 

$ 409,490 
2. 3658 

$9 , 566, 653 

282,487 

$9 , 284, 166 

2,379,372 


Total Capital Stock and Surplus...... ..... 
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6,101,518 
1 


___ 192,697 
$13, 684,845 


$ 1,570,172 
40,992 


410,143 


11,663,538 
$13, 684, 845 
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4, Revise the following balance sheet of the Star Manufacturing Co., Inc., as to 
form, content, and presentation of the items, based upon the information set forth 
below: 


Star Manuracturine Co., Inc. 
Balance Sheet, December 31, 19— 


ASSETS 
Current Assets 
Cashron hand rand mnwbankcrenysaneien eae ae at eee $137, 500 
Notes receivable (less discounted notes $20,000)........... 60,000 
Accounts receivable (less reserve $8,500)................. 247 , 800 
U.S. Govt. bonds (plus accrued interest, $420)............ 42,350 
Total CurrenteAssctsald. ae oes eee eee eee ee $ 487,650 
Working and Trading Assets 
Ra wera terial sea Gesu 1s arma eee rene emer ene ne $ 92,440 
Workin processaeecire ere re ee ee ee Ene 110,700 
Finished goods, including consigned merchandise, $21,670.. 181,320 
motalawWorkingvand. Tt radmecASse tsi air een wee are 384, 460 
Investment in the Capital Stock of Other Companies........ 120,000 
Capital Assets 
Land and buildings at cost (less depreciation). . .. $440,000 
Machinery and equipment (less depreciation, $162, 800). . .. 332,000 
Furniture and fixtures (less depreciation, $3,200).......... 15,900 
Total: Capital: Assets: Aint. ee ee ee eee 787 , 900 
Sinking Fund for Retirement of First Mortgage Bonds....... 69, 700 
PET EASUITVAStOCK cinerea coca as, cys aero i acne ee ic ee 10,000 
Prepaid Expenses and Deferred Charges................... 24,700 
$1,884,410 
LIABILITIES 
Current Liabilities 
ACCOUNTS payable——trad ease ar ee eae ee eee $273 ,000 
INCCrUedapayerolls andminterestery mean ene ae een 15,620 
Keserveitor Hederal income:taxess....)«. ee 72,000 
IResenvenorocherataxesty Ween eed eee ee ee SCORN 14,300 
Installment notes payable $12,000 on first of each month 
beginning Jan. 1, 19—, and accrued interest $4,500...... 124,500 
TotaCurrent ia bilities eee een ae eee $ 499,420 
Dividends payable Jan: 1 G)e1 9-— eres Se eae eae eee 6,000 
4% first mortgage bonds due at end of 20 years............. 350,000 
Capital Stock and Surplus 
Capital stock 
Preferred, 2,000 shares authorized; 1,800 shares issued... $180,000 
Common, 3,000 shares authorized; 2,500 shares issued... 250,000 
Subscriptions to common stock, 400 shares............. 22,000 
‘PotaliCapital Stock. ase. 2329. Sees $452,000 
Retained Earnings 
Reserve for employees’ pensions................ $ 14,000 
Free and available for dividends............... 159 , 990 
Total Retained Harnings: .. o:262 +a) agape ao T0900 
Capitalisurplusi.cackcotenene aa eo ee Ou ee 403 , 000 
Total Capital’Stock and! Surplusss asses eee 1,028,990 


$1,884,410 
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Through inquiry and investigation you obtain the following information with 
respect to items in the foregoing balance sheet: 


1. 
2. 


10. 


11. 


12. 


13. 


14. 


15. 


Cash includes $14,000 in an employees’ pension fund. 

The U.S. Government bonds represent $42,000 face value 314 per cent Treasury 
bonds valued at cost plus accured interest. The market value of such bonds on 
statement date was $44,700. 


. Accounts receivable include $8,400 of advances to employees. 
. Accounts receivable also include $15,000 advanced to suppliers of raw materials 


for materials neither received nor in transit. Since the placement of the orders, 
which are not subject to cancellation, the replacement cost of the materials has 
declined to 70 per cent of the commitment price. 


. Raw materials and supplies are stated at amounts lower than market and include 


invoices received, in the amount of $7,000, for materials shipped f.o.b. point of 
shipment and in the hands of common carriers on December 31, 19—. Excluded 
are $9,000 of raw materials received three days prior to statement date, for 
which invoices are dated fifteen days after statement date. 


. Work in process is valued at actual cost of direct materials and direct labor, plus 


a normal charge for manufacturing overhead based upon company experience, 
which is less than market value. 


. Finished goods are similarly valued, except for merchandise in hands of con- 


signees, which is priced and billed on memorandum at 110% of cost. Finished 
goods valued at $140,000 are pledged against installment notes payable to bank. 


. Of the capital stock investments in other companies, $95,000 represents invest- 


ments at cost in 50% or more of the stock of subsidiary companies. The realizable 
values of such investments exceed cost, and income therefrom is reduced as 
dividends are received. 


. The remaining investments represent small stock interests considered necessary 


for business operations, having an aggregate market value of $21,800 at statement 
date. 
The land and buildings account, when analyzed, discloses the following— 


Costioijdand-2) + se PAI AY Oey TE YTS et ee $ 75,000 
Depreciated cost of buildings six years prior to statement 
date, established by revenue agent’s report, adjusted for 
subsequent additions and retirements................... 699 , 500 
Aceumulatedcaepreciatione..: s105 05. | eee eee eee = 304, 500 


The sinking fund consists of $19,700 in cash and $50,000 of the company’s own 
first mortgage 4 per cent bonds. 

The treasury stock represents 100 shares of preferred valued at par and acquired 
for resale to employees. 

The preferred stock has a $100 par value. It is cumulative at the rate of 5 per 
cent, and is callable at 105 per cent of par value plus accumulated and unpaid 
dividends, if any. The 1,800 shares issued include the 100 shares in the treasury. 
The common stock also has a $100 par value. The subscriptions to 400 shares 
of common stock are stated in the balance sheet net of $18,000 representing 
receivables from subscribers on their stock subscription contracts. 

The reserve for employees’ pensions of $14,000 offsets the amount of cash in the 
employees’ pension fund. This fund was set up during the year as a result of a 


contract with employees. 7™, 
[A.I.A. examination] 
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5. Give five factors that have influenced the increased publication of balance sheets 


during the past 75 years. 


. A stockholder who owns some stock in a listed corporation is concerned because 
he receives such small dividends. He has reviewed the last stockholders’ report 
and has concluded there is ample cash available for larger dividends. In addition 
to cash in banks, the corporation’s balance sheet shows the following items which 
he believes represent cash funds: 


a. A large Paid-in Surplus 

b. Plenty of Undivided Profits 

c. A large Reserve for General Contingencies 
d. A substantial Reserve for Depreciation 


In simple nontechnical language, explain the nature of the items which the stock- 
holder has confused with cash. 


. Set up the following two successive fiscal balance sheets of Regulator Machine 
Company, Inc., on a comparative statement form, making all necessary changes in 
the classification of items. Then compute the current assets, the current liabilities, 
the net working capital, the current ratio, and the tangible net worth from each 


balance sheet. 


Reeuitator Macuine Company, Inc. 
Consolidated Balance Sheet, December 31, Year B 
ASSETS 
Current Assets 
Cash (including $241,322.02 to be used on a government contract) .. 
DomimionvofsCanadasbonds—-atrCOS tases: erniets een ee nen ae 
Notes and accounts receivable (including unbilled charges for plant 


$ 7,430,757 
72,072 


facilities)—less reserves for doubtful notes and.accounts, $62,004.50 9,398,318 
Accounts receivable from English and Swedish subsidiaries......... 13,049 
SOLA PLLC MICO MANN cosmos sunny booneoauoseddugoususunas 167,704 
Inventories—raw materials, supplies, goods in process, and finished 

goods (aticost, not in excess’of Market) jue ae 12,603 , 425 
Preliminary expenses incurred under a government contract........ 1,343,000 

Total: CurrentrAssets Nar. sss Ree. eee ee Pe $31,028,325 
DueOficersjand Employees eee a ae eet ee 517,000 
Investment in English and Swedish Subsidiaries..................... 44,617 
Wash) Valuejiot Lite Insurances eoliciess...11e aa ee ee eee 233,619 
Realestate solantrandeliquilpmMent sent seta tin nen nin in ne 4,289,648 
Patents——WwesssAmortization; $1006.08). see ne eee eee 200, 100 
Mrade-marks;and Good! Willige. sree, eee nin 5 aes eae ae 1 
DeterredaManutactimin gy: x pen ses aterm ney mane a enn 337,025 
OthersDeferred Charges: Htc sce ct a ee eee er oer eee 191,250 

PLOTAU Si apetcates th ncishe 2 tec CL hee Ga eet ten oe et eC $36, 841,585 

LIABILITIES 
Current Liabilities 
Accounts payables. 7.50 Ate. SR eee ls eee, ees ene $ 1,809,738 
Advances against contract by United States government........... 2,204,322 
Accrued expenses and taxes other than income and capital stock taxes 557,972 


Federal capital stock, Canadian tax, and state taxes... $ 1,091,040 
Federal income axes e..4.m eee eee 13 , 468,024 


Botella eh toh. hc AF cn 28 oe eta ern ecm oe $14,559,064 
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ReGuLATOR MacuiInE Company, Inc. (Continued) 
Less: United States Treasury notes available for pay- 
ment of Federal income taxes..................... 4,900,000 
INGtesspay,2ble—— banks japan ania ieee rn ween an 


Total Current Liabilities 


SpecialsContingencyshesenvie-eriyert ace eee to cae Se ne. 
4% cumulative convertible, Series B—30,700 shares..... $ 3,070,000 
414% cumulative, Series C—25,000 shares.............. 2,500,000 
Common (authorized, 750,000 shares without par value; 
issued, 621,963 shares, less 63 shares in treasury)...... 3,291,499 
Motale@apitalystockemmer wer ch tao Sn ee es 
Paid-invand other capital surplus...................... $ 914,531 
etainedatiarnin eae ee crn aie yee ccs, a suse 6,334,459 
ER OCALA SUT DUS Rewer ArC met a aot mys, Reto gh Byer aie 
TorTaL 


ReEGuLATOR MacHine Company, INc. ; 
Consolidated Balance Sheet, December 31, Year A 
ASSETS 

Current Assets 
Cash (including $574,078.75 to be used exclusively on a government 
CONLIACL Prem meee rtt serte tere eM rne ee nne ee genan meee ene 
Dominions Canadasbonds——AticOst-ee wane eee ree ee ee 
Notes and accounts receivable (including unbilled charges for plant 
facilities)—less reserves for doubtful notes and accounts, $62,004. . 
Account receivable from English subsidiary....................... 
Sundry accounts receivable (including employees’ accounts of $84,466) 
Inventories—raw materials, supplies, goods in process, and finished 
goods (at cost, not in excess of market)—(including $2,907,321 to be 
used exclusively on a government contract)..................... 
Preliminary manufacturing expenses incurred under a government 
COMUEAC eee catego Rt ae Nee pac eS @ ates as So epiy oe Aen cya st ee oe 
Motalé Curren tyAsse tone cen ser Ne en ci oe ee wala a 
Diex@ fhicenstandetimplOy.ces ce reeks AS 5 ees ya cs eo ete ae 
Investment in English and Swedish Subsidiaries..................... 
@ashavalucrotslitesmsurancerbolicies teen nae ee 
Realpiistatesolant and quipments-sma me aa a eet Pee er oe 
Patents—Less Amortization, $118,403..................25.55-05-55: 
Etrade-marksgancnGoods Walls 2.0 -me/peteen, 2a. ooo ce eeonracen tar ect asamp et ws 
Weterreds Changes elAC waar. a5 cs en er her I ae Be cit ee 


Current Liabilities 
Accounts-payablemewaec Meeelion, 1a aeration oem e Ne TRA Aeiarie 
Advances against contract by United States government........... 
Accrued expenses and taxes other than income and capital stock taxes 
Income and capital stock taxes 
Federal income and capital stock, Canadian tax, and 


SEALEL CAKES * oy eh, eet robots tet tok ain tran rae nee ear $1,668, 467 
iederalkincomestaxess er wa eee ee 7,858,000 
ETO Eee POET ee DeLee Seer eine natin Ju Papaace stead. Ab ae eek gon sas 


MotalaCurrent loa bilitiessaeriermet rite retracts cel aent eee 
Reserves for Special Contingencies. ..........-.----+e esses etree 
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9,659,064 
6,000,000 
$20, 231, 096 
500,000 


8,861,499 


7,248,990 
$36 , 841, 585 


$14,054, 669 
90, 090 


6, 808, 259 
12,941 
323,752 


20,917,453 


1,744,784 
$43,951,948 
1,064,318 
44,617 
251,296 
4,545,188 
194,911 

1 

225 , 993 


$50 , 278 , 272 


$ 2,526,961 
3,659,737 
1,404,566. 


9,526,467 
15,000,000 
$32,117,731 
925,000 
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Reeuiator Macuine Company, Inc. (Continued) 
4% cumulative convertible, Series B—issued and out- 


standing sO} O0mharess.--rras-t ee cece eee aes $3,070,000 
414% cumulative, Series C—issued and outstanding, 
Q5xOOOMSHATES a ace cee aces cree tee eee ere ee 2,500,000 


Common (authorized, 750,000 shares without par value; 
issued, 621,963 shares, less 63 shares in treasury; out- 


Standings G21 ,900sS ares) ieee: ake eee 3,291,499 
TotaliCapital Stock sapere Peete eer eet errr 8,861,499 
Paid-in and other capital surplus..................... $ 914,530 
Retainedswarninesecis. ase eae ed ee ce ea eee 7,459,512 
Total Sarplusts...: 8 ass66 htguse ota a ey 2 ee 8,374,042 
os W607 ey adres Se ene ee Ie PS nes ern «On 6 ceatiy lo $50 , 278, 272 


8. For each of the following paragraphs state the letter and related number of the 
correct completing phrase. 


a. The M Company has under construction a large additional machine shop for 
its own use. Construction work in progress applicable thereto should appear 
on its balance sheet as 


(1) A current asset, a part of work-in-process inventory. 
(2) An intangible asset. 

(3) An investment. 

(4) A fixed tangible asset. 

(5) A part of surplus. 


b. The M Company’s cash includes a sum of $1,000,000 appropriated by resolu- 
tion of the board of directors for the construction of a new plant. On its financial 
statements this amount should be included 


(1) On the balance sheet as a current asset. 

(2) On the balance sheet as a non-current asset, specifically identified. 
(3) On the balance sheet as a fixed asset, included as part of plant cost. 
(4) On the income statement as a non-operating expense. 

(5) On the balance sheet as an allocation of surplus. 


c. The trial balance of the P Company as of June 30, Year (A), the end of its 
fiscal year, included opposite the title ‘Estimated Federal Income Taxes 
Accrued”’ the amount of $27,564.12, which included the company’s estimate 
of the Federal income tax it would have to pay for its Year (A) fiscal year and 
the amount of an unpaid additional assessment for the Year (C) fiscal year. 
This amount should appear. 


(1) On the balance sheet as a general reserve. 

(2) On the balance sheet as a reduction of current assets. 

(3) On the balance sheet as a current liability. 

(4) On the balance sheet as an allocation of retained earnings. 
(5) On the balance sheet as an allocation of other surplus. 


d. The S Company leased space in a building for a period of 10 years from January 
1, Year (B). It spent $25,000 for improvements to the space to adapt it to its 
needs, it being expected that such improvements would outlast the period of the 
lease. The improvements were completed and placed in service on January ule 
Year (A). On the company’s financial statements as of December 31, Year (A), 
and for the year then ended, the amount expended should be shown 


CLASSIFICATION OF BALANCE SHEET ITEMS 


(1) 
(2) 
(3) 
(4) 
(5) 
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On the balance sheet as a non-current asset. 

On the income statement as an operating expense. 

On the balance sheet as paid-in surplus. 

On the balance sheet as a current asset. 

Apportioned between the income statement and the balance sheet, the 


income statement portion appearing as an operating expense and the 
balance sheet portion as a non-current asset. 


e. The Y Company issued, on October 31, 19—, $1,000,000 of 20-year general 
mortgage bonds, at 105. The premium on these bonds should appear on the 
company’s balance sheet at October 31, 19—, as 


(1) A part of capital surplus. 
(2) A part of retained earnings. 


(3) A part of the liability, ‘bonds payable.” 


(4) A deferred credit. 
(5) An intangible asset. 


{[A.I.A. examination] 


9. Select the current asset and current liability items from among the following list 
of debit and credit accounts and classify them in the manner in which they might 
respectively appear on the balance sheet of a large manufacturing company. 


Debits 
Plant and equipment 
Cash in bank 
Inventory of operating parts and supplies 
Inventory of raw materials 
Good will 
Cash and U.S. Government bonds set 
aside for property additions 
Investment in subsidiary 
Accounts receivable: 
U.S. Government contracts 
Regular 
Installments—due in Year (C) 
Installments—due in Years (B)-(A) 
Patent rights 
Inventory of finished goods 
Inventory of work in process 
Deficit 
Interest accrued on U.S. government 
securities 
Notes receivable 
Petty cash fund 
U.S. Government securities 
Treasury stock 


Credits 


Accrued payroll 

Reserve for renegotiation of U.S. Govern- 
ment contracts 

Notes payable 

Accrued interest on bonds 

Reserve for depreciation 

Accounts payable 

Capital surplus 

Accrued interest on notes payable 

5% ist mortgage bonds to be redeemed 
in ten years 

Capital stock—preferred 

Reserve for contingencies 

416% ist mortgage bonds due in ten years 

Reserve for doubtful accounts receivable 

Provision for Federal income taxes 

Customers, advances on contracts 

Reserve for raw materials inventory 

Premium on bonds to be redeemed in the 
coming year 

Officers’ bonus accrued 

{A.I.A. examination] 


10. State (a) the relationship among business organizations which makes the prepa- 
ration of consolidated financial statements advisable and (b) the purpose of pre- 
paring consolidated financial statements. 


11. In August 19—, the Rex Corporation purchased for its use in manufacturing 
operations, at a cost of $200,000, real estate, consisting of land and a building 
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12. 


erected thereon, subject to a mortgage of $125,000, but has not at any time 
assumed the mortgage. In preparing the company’s financial statements as of 
August 31, 19—, the close of its fiscal year, the controller included the gross cost 
of the property, $200,000, in fixed assets and the amount of the mortgage, $125,000, 
in deferred liabilities. The company’s treasurer objected, contending that the 
amount of the mortgage should be shown on the assets side of the balance sheet 
as a deduction from the gross cost of the real estate, and omitted from the liability 
side of the statement. Would you uphold the controller in his presentation or the 
treasurer in his contention? Give reasons for your answer. 
[A.I.A. examination] 


In response to a request from a prospective client, criticize briefly, item by item, 
the form and terminology of the following balance sheet: 


Balance Sheet 
ABC Company 
For the Year Ended December 31, 19— 


ASSETS 
Current: 
Cashtand relatedtitemsee nwt oe et Oren tar ae ee $ 11,000 
Accountsrandmnotes receivable s aaa ae eee aie ee 758 , 000 
Rawamateniabe marketsp 100000) aeenaenere sate nee niece aera aaa 160,000 
IWiorkcsine proCessss COStawseeneciers oie eacesiccel ely teense cee en eee et ee 35,000 
Rinishedgoodsitsalestprice: ctr: center tcicis ne our oer a ree 315,000 
roi 0] ECT MG pacts paes oot L-Oe ooo came Fens omic O bo ao 6 2 78 , 000 
IN VESTINER 6S ec tries seu use tL eta eth ce he tT RR eee 155,000 
Fixed: 
Ihandsbuildings; machinery, patents mms eis detrei eee ee 1,500,000 
DRINKS HAILING & ete tm, na Sok, TO Oe HO SLE OBE Os COO SB mee ehas od 4 300,000 
Pea suryp Stock pr wea etna eM e aareSa oe Sus bee ae aE ere 18,000 
De HCit erick Pe Ae Tn AS A TO (oe AE ot ORE Or 800,000 
TLotalvassets (re ee re ee ee ene $4, 130,000 
LIABILITIES 
Current: 
Miscellaneousicurrentallabilitiess: ae a ae ee ene ee eee $ 54,000 
Accounts and Motesspay ablenes Memmi ha. bro atneee ete eee 826,000 
Fixed: 
Mortgages and bonds....... ee ct eae ep eT ee ee 1,000,000 
iPreferredrand (Common stOC kas meee ee ee 1,700,000 
Reseryvés-for depreciation 6.,..% sorrento ee RO een Re ee pee eee 200 , 000 
Miscellaneoustreservesiyn ssc ae eet, eee ee Re ee eee 350,000 
Hhotalvlvabilities sarercetee were. ccocchsecytrerec tok tate Apa Ete oe ame $4,130,000 


|A.I.A. examination] 


PART II 


Analysis of Small Business Enterprises 


pe 1 consists of one chapter on the 
analysis of small business enterprises by the breakdown 
of sales income. As approximately 82 per cent of all 
active commercial and industrial concerns have a tangi- 
ble net worth of $35,000 or less, this technique of 
financial interpretation, known as sales analyses, has 
wide application. In this technique, the net sales of a 
particular business enterprise are broken down into 
three elements, namely, (1) cost of materials, (2) labor, 
and (8) other expenses plus net profit. That portion 
of the net sales income available monthly for the pay- 
ment of materials 1s compared directly with the item 
of accounts payable in the current liabilities section 
of the balance sheet. If this portion of income avail- 
able over the period covered by purchasing terms is 
equal to or greater than the accounts payable, trade 
obligations will probably be paid promptly or by dis- 
count. If, on the other hand, the income available for 
this purpose over the period of the purchasing terms is 
less than the accounts payable, some portion of the 
trade payments will run slow. This method of sales 
analysis has particular application to smaller busi- 
ness enterprises that make little or no use of bank credit 
and accordingly rely on merchandise suppliers for 
necessary credit. Where bank credit is used, this tech- 
nique 7s not applicable as bank credit is obtained to 
meet seasonal current merchandise obligations and to 
tide over a period of inadequate cash income. The cur- 
rent assets of the typical small retail enterprise gener- 
ally consist of cash and inventory. Small manufac- 
turers and wholesalers also carry moderate receivables. 


CHAPTER V 


Analysis of Small Business Enterprises 


As stated in Chap. I, there were 1,855,000 active commercial and in- 
dustrial business enterprises listed in the July, 1944, issue of the Refer- 
ence Book of The Mercantile Agency and 2,527,000 in the July, 1965, 
issue for continental United States. Between these two dates, there was 
an increase of 1,672,000, or approximately 90 per cent, in the number of 
listed business enterprises. Although no exact figures are available, it is 
known that a very high proportion of these new business ventures were 
started with moderate capital. There is no place in the world where it is 
so easy to go into business, or so easy to go out of business, as in the 
United States. A study of the age of business failures in 1950 showed that 
68.2 per cent had been in existence 5 years or less, and of the failures for 
1964, 56.0 per cent. 

Studies made in recent years indicate that approximately 82 per cent 
of all commercial and industrial business concerns have a tangible net 
worth of $35,000 or less. As the tangible net worth grouping increases in 
size, a smaller and smaller percentage of all active business enterprises 
is represented. Concerns with a tangible net worth between $75,000 and 
$200,000 represent approximately 5.6 per cent; from $200,000 to $1,000,- 
000, 2.1 per cent; and above $1,000,000, only 0.7 per cent of listed busi- 
nesses. These figures indicate the tremendous importance of the number 
of small business enterprises in our economy. 

Approximately 76 per cent of all active commercial and industrial con- 
cerns in the United States are retail enterprises. Bank credit is available 
to only a moderate portion of these smaller retailers, an occasional corner 
grocery store, shoe store, drugstore, or the delicatessen shop. Few of the 
owners of these smaller establishments realize that a bank relationship is 
one that may be cultivated into an eventual extension of modest credit; 
on the other hand, these smaller accounts are rarely the ones to invite a 
banker’s sustained interest. Most small retailers are restricted in their 
use of credit to their merchandise suppliers, with some additional credit 
obtained now and then when a piece of machinery, a refrigerator, or a 
showcase is purchased on a moderate down payment with the balance in 
installments. With the growth in the number of city commercial banks 
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and trust companies that have organized personal loan departments, and 
with the great increase in the volume of personal loans, this type of credit 
in small amounts represents an important growing source of loans to 
smaller businesses. 


CHARACTERISTICS OF SMALL BUSINESS 


Economic activity in the American capitalistic system is based upon 
the existence of this tremendous number of small establishments. Small 
businesses not only constitute a large segment of the entire business field, 
they also perform certain functions and services that are not duplicated 
elsewhere in our economy, and in so doing have a distinctive value in our 
national life. The first of these contributions represents the special services 
performed for the consumer, thus complementing and rounding out the 
production methods of big business. Second are the contributions made 
by small business to big business where central industrial units receive 
the output of small concerns that have produced parts for assembly, and 
conversely, where small independent concerns carry on secondary and 
tertiary manufacturing processes for large corporations. Small business 
in the aggregate is an important customer of large business. Third is the 
fact that small business in many industries also competes with the large, 
the most impressive present-day example being provided by the trans- 
portation field. In this process the individual, small enterprise is the living 
expression of the initiative and individualism of the open competitive 
economic system. Fourth is the fact that small business supports a con- 
siderable part of the population. Fifth, the only way to obtain distribution 
of many commodities in rural and sparsely settled communities is through 
the small retail store. 

I’reedom in the economic world of a democracy is based upon the exist- 
ence of a steady flow of business enterprises into and out of this group— 
the liquidation of tens of thousands! of these concerns each year as they 
are unsuccessful, as the owners die, voluntarily liquidate or sell their 
assets, retire, or move to some new location; and the starting of many 
thousands of new ventures. There is no other way, at this stage of eco- 
nomic development, to obtain the refined distribution of all kinds of 
merchandise into every community in the land, except by a gigantic de- 
velopment in the consumer cooperative movement; such an achievement 
would put hundreds of thousands of small retailers out of business even 
if it might otherwise be desirable. 

So, the fact must be stressed that small business enterprises are those 


I For 1962, there were 430,000 new businesses and 387,000 discontinued operations. 
For 1959, there were 423,000 new concerns and 347,000 discontinuances. Survey of 
Current Business, June, 1963, p. 2 (U.S. Department of Commerce, Washington). 
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which have a tangible net worth $35,000 or less, and as previously men- 
tioned represent approximately 82 per cent of all active commercial and 
industrial concerns. This very percentage emphasizes the utmost impor- 
tance of small business in the economy of the United States. 


Contrast between Small and Large Business 


It is the unusual small retail business enterprise that sells merchandise on 
credit. Daily sales are made largely for cash. As a result, the current assets 
of the typical small retail enterprise generally consist of only two items, 
cash and inventory. Small wholesalers and small manufacturers make all 
or most of their sales on credit terms, and a representative proportion of 
their current assets consists of accounts receivable, notes receivable, and 
occasional trade acceptances, along with cash and inventory. 

The principles described in succeeding chapters for the analysis of 
financial statements of larger commercial and industrial business enter- 
prises also apply to these smaller concerns, but in a modified manner. An 
owner of a small business employing eight individuals can control the 
operations of his concern much more easily than the president of a corpo- 
ration with 35,000 employees laboring in seven widely separated plants 
and in an excutive office located in New York City. If the inventory of 
an establishment with a tangible net worth of $35,000 or less is heavy, it 
can be reduced more readily than the inventory of a large corporation, 
because the amount to be assimilated by the market is relatively small, 
its forward commitments are fewer, for a smaller variety of items, and 
for smaller amounts. In case of absolute necessity, the small concern may 
even sell a substantial part of its inventory at wholesale without any 
appreciable lapse in time. If expenses must be cut by reducing the per- 
sonnel, a reduction of 50 per cent may be made in a fraction of the time 
needed to accomplish the same objective by any large nationally known 
corporation if it can be accomplished at all. 

A financial condition unbalanced by top-heavy investments in fixed 
assets, excessive funded liabilities, light working capital, heavy liabilities, 
or burdensome overhead may be as detrimental to the existence of the 
small as to the large business enterprise. There does exist, however, an 
ease of control and maneuverability that bears an inverse relationship to 


size. 


TECHNIQUE OF SALES ANALYSIS 


Income from net sales is the lifeblood of every commercial and indus- 
trial business. As in human life, the quality, the quantity, and above all 
the regularity of the flow govern the physical appearance and the internal 
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condition of the business organism. The distribution of every dollar 
utilized in the operation of a commercial or industrial concern is regulated 
by the actual net sales or the expected sales volume. Consequently, 
every item in the balance sheet has a definite relationship to the net sales. 
In the sales analysis of balance sheets of small concerns, the relationship 
between the net sales and the current liabilities is of particular interest. 

Income flows from inventory into receivables, where credit terms are 
used, from receivables into cash, and from cash back into inventory. 
Where sales are made only on a cash basis, the cycle is short-circuited by 
the elimination of the receivables. The inventory is accumulated in keep- 
ing with the expected sales demand, the receivables rise and fall with the 
flow of sales, except in those cases where sales are made only for cash, and 
the cash fluctuates with the income from net sales less the disbursement to 
create or replenish the inventory and to pay salaries, labor, and all over- 
head expenses. 


Elements of Net Sales 


The sales income of a commercial or industrial concern is distributed in 
many directions. It is used to purchase merchandise, to meet pay rolls, 
to pay rent, insurance, light, heat, telephone, taxes, and to take care of 
the many other debts of a going enterprise. These disbursements may be 
classified into several groups depending upon the purpose of the outlay. 
Purchases of merchandise by a wholesaler or a retailer, including trans- 
portation in, for example, may be grouped under cost of material; the 
relationship between cost of material and net sales is generally referred 
to as percentage cost of sales. The cash funds spent by a manufacturer for 
direct labor, maintenance, power, light, and heat to convert raw mate- 
rials into finished goods may be grouped under manufacturing costs but 
with two primary subdivisions of labor and other expenses; and the costs 
incurred in distributing the finished products, such as salesmen’s salaries 
and commissions and advertising, may be grouped under selling expenses. 
Similarly, the various other expenses, as explained in Chap. XVIII, may 
be classified according to the employment of the funds. After all disburse- 
ments have been accounted for, the residue of the net sales income is 
termed operating profit.” 

To simplify the analysis of small business concerns, the term element 
of net sales is used to indicate each of the three general classes of disburse- 
ments into which closely related expenditures have been arbitrarily classi- 

* Operating profit should not be confused with final net profit. Charges of various 
natures are often deducted from operating profit to arrive at a final net profit. At 
times, charges are made to retained earnings (surplus) which in reality should be 


taken into consideration before arriving at a final net profit. This subject is discussed 
in detail in Chap. XIX, 
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fied. These elements vary in their proportion of net sales, depending upon 
the method of operation of a particular concern, that is, whether it oper- 
ates as a retailer, a wholesaler, or a manufacturer. For retail and whole- 
sale concerns, the proportion of net sales represented by cost of materials 
(that is, cost of merchandise sold) invariably is greater than the propor- 
tion of net sales represented by the cost of raw materials used in manufac- 
turing processes. Only with manufacturers do manufacturing labor costs 
appear. The three elements of disbursements and their respective propor- 
tions of net sales are grouped around the following general percentages: 


Elements of Net Sales Retailer Wholesaler | Manufacturer 


Cost of Materials (Cost of Goods 


Sold for Retailers and Seen) 70 85 50 
Manufacturing Labor........ yy seh 35 
Expenses and Net Profits. . suse ih 30 15 15 
INGUESalesw mers mere aes fe ely, Rl 100 100 100 


These percentages are approximate averages. Actually, a wide range of 
percentages exists for each element of net sales under each method of 
transacting business. The cost of goods sold (cost of material plus manu- 
facturing expenses), for manufacturers ranges from a low of approxi- 
mately 42.9 per cent for manufacturers of drugs to a high of 89.3 per 
cent for meat packers;* for wholesalers, cost of sales runs from approxi- 
mately 82.0 per cent for distributors of machinery, equipment, and sup- 
plies to approximately 95.0 per cent for wholesalers of tobacco and to- 
bacco products except leaf;4 and for retailers, as will be seen in Schedule 6, 
it ranges from 50.9 per cent for eating and drinking establishments to 
80.0 per cent for food stores. The cost of materials in each dollar of net 
sales is least in manufacturing, larger in retailing, and largest in whole- 
saling. Conversely, as a general rule, wholesalers use the greater part of 
their income from net sales to pay merchandise liabilities, retailers a 
small portion, and manufacturers the least. 

3 An analysis of corporation income figures covering the year of 1961-1962 reveals 
the fact that the cost of goods sold by manufacturers in 23 broad major lines of busi- 
ness amounted to $231,716,733,000 representing 70.3 per cent of ‘‘business receipts’’ 
(approximately the same as net sales). Statistics of Income 1961-1962, Corporation 
Income Tax Returns with Accounting Periods Ended July 1961-June 1962, p. 247 
(Internal Revenue Service, U.S. Treasury Department, Washington, 1964). 

4See Census of Business, 1958, Vol. III, Wholesale Trade—Summary Statistics. 
This extensive study gives percentages of total operating expenses, exclusive of cost 
of merchandise, to net sales for all divisions of wholesale trade broken down by geo- 
graphical districts and sales groups. The difference between 100 per cent and the per- 


centage of total operating expenses to net sales gives the average percentage income 
available to pay merchandise invoices for each division of trade by sales groups. This 
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Labor costs and overhead expenses, such as rent, light, heat, telephone, 
insurance, and taxes, invariably have first call on the income; merchan- 
dise indebtedness is paid only after these internal charges have been met. 
For this simple but very important everyday fact, the net sales income 
must be broken down into the above-mentioned broad elements of ex- 
pense when determining by sales analysis the ability of a small concern 
to meet its merchandise obligations on time. 


Typical Retail Operating Experience 


Schedule 6 on page 159 gives typical operating experiences for 28 lines of 
retail trade based upon surveys of operating expenses conducted during 
the years given for respective lines of activity by various authorities. 
This schedule has been condensed into four columns of percentage figures 
for the particular use in sales analyses of smaller retail business enter- 
prises. These four columns are cost of goods sold, net profit before income 
taxes, funds available for meeting merchandise obligations (representing 
the total of the first two columns), and total operating expenses. 

The totals of the third and fourth per cent columns equal 100 per cent 
and represent the income from net sales. The third per cent column par- 
ticularly affects the sales analyses of small retail enterprises. The total 
operating expenses, as measured by the percentage of net sales income, 
are lowest with farm equipment dealers at 10.3 per cent, followed by 
automobile dealers at 12.8 per cent, farm supply stores at 14.4 per cent, 
and supermarkets at 17.2 per cent, and the highest with florists, at 42.5 
per cent. 


study confirms the general impression that the percentage of operating expenses 
generally decreases as annual net sales increase. Total expenses, for example, of all 
wholesalers in the United States with sales below $50,000 amount to 30.7 per cent of 
net sales for 1954 (p. 2-2). From this point the expense ratio decreased steadily with 
an increase in net sales: 


Sales Group Expense 
Wholesale Trade Aggregate Sales Ratio 
Winders 50000 see eee emer $ 705,001,000 30.7 
$ 50,000-$ 99,999........ 1,857, 660,000 28.2 

LOG, 000 199 OOO ae ae 4, 532,948,000 20.6 
200,000— 299,999........ 4,424, 833,000 19.5 
300,000— 499,999........ 7, 656,795,000 18.3 
500,000— 999,999........ 13 , 952,367,000 16.6 

1,000,000- 1,999,999........ 16,741,594, 000 14.5 

2,000,000— 9,999,999........ 19, 940,896,000 12.4 

5,000, 000— 9,999,999........ 11, 223,011,000 9.9 

10,000,000 and over.......... 18,584, 598,000 6.4 
All wholesalers................. 101,100,941,000 13.3 
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ELEMENTS OF Nerv SaLes ror 28 Lines or Rerait TRADES [Schedule 6] 
Net | Available 
Cost | Profit for Total 
Vener of before | Meeting eet 
of roe In- hice e 8 
: : 0 come ise Ob- : 
Line of Business Sur- Taxes*| ligationst | Pe2ses 
vey 
Per Per . Per Per 
Cent | Cent Cent Cent 
Appliance and Radio-Television Dealers} 1963 | 74.4 1.9 76.3 RS. 1 
Automobiles Dealerssne. oie ee 1964 | 85.4 1.8 87.2 12.8 
@amerayOvorcsitues. cet esses a. - eee 1964 | 68.9 124 81.3 18.7 
Children’s and Infants’ Wear Stores....} 1957 | 67.5 Ih 5a 69.2 30.8 
Department Stores...................| 1964 | 64.6 5.4 70.0 30.0 
Discount Department Stores.......... 1963 | 79.3 2.1 81.4 18.6 
Drugstores! een, ae eh eee 1964 | 63.9 ell 69.0 31.0 
Dry Goods and General Merchandise 
SCOLCS ew ce 82 bel coe cise Sees 1957 | 70.5 1.9 72.4 27.6 
Kamuly Clothing Storesias).. sons +5. 1956 | 69.4 2.7 (77a 27.9 
DERA SW ah, SWORIS ocoos coon oe aonol| IE || eYeo Ibe 85.6 14.4 
Farm Equipment Dealers............. 1964 | 86.4 Buc 89.7 10.3 
IELOnIStS tre ros te. Ay. eb rss Wh. eet 1962 | 43.8 83. ae) 42.5 
BURNItURERS LONES T waseaaae tam ans. ore 1961 | 61.5 2.0 63.5 36.5 
Gasoline Service Stations............. 1956 | 76.8 hil ie9 22M 
Gift, Novelty, and Souvenir Stores..... 1957 | 60.0 1.9 61.9 38.1 
Hardwane-Stores.5-..459....5252+2+| 1964°)) 68.4 3.1 TAL 28.5 
Men’s Wear Stores Handling Men’s 
IWicargOnlypeme ened. cos. ce Sane ha 1964 | 64.6 5D 69.8 30n2 
Men’s Wear Stores also Handling 
WOmmentss WGalven ssid seers 1964 | 63.6 2.6 66.2 33.8 
INIUSICRSLONG Sammi nee -s orsaceern creck 1956 | 64.2 2.5 66.7 Bano 
Office Supply and Equipment Stores...} 1954 | 64.1 2.4 66.5 33.5 
Paint and Wallpaper Stores........... 1956 | 66.9 3.0 69.0 31.0 
Prescription Pharmacies.............. 1964 | 56.2 3.0 59.7 40.3 
SHOCICOLESEE RPE ete eo ants Saco 1964 | 63.7 6.0 69.7 30.3 
SpecialtyaotOresen. secs ce asics 1964 | 64.4 2.6 67.0 33.0 
Sporting Goods Stores..............-. 1964 | 70.5 4.2 74.7 DOS 
Supermarketss oh t...ceeinc. aie: oa ° 1963 | 80.3 1.8 82.8 17.2 
AMOR AtS RO) REI Oey ONE PO OR ne Cee 1960 | 64.4 § § § 
Women’s Specialty Storest 1959 | 62.8 ih ih 63.9 36.1 


*In this table it would be preferable to use net profit after income taxes rather 
than net profit before income taxes. However, the various sources from which these 
figures have been compiled used both unincorporated businesses—partnerships and 
proprietorships—and corporations in their studies. Since income taxes paid by owners 
of unincorporated enterprises are not based on business profits alone, the figures of 
both unincorporated businesses and corporations can be utilized on a comparable basis 
only before income taxes. : 

+ The figures in this column overstate the per cent of net sales “available for meet- 
ing merchandise obligations’? by the typical per cent of income taxes to net sales for 
respective lines of business for the reason explained in the preceding footnote. In 
retail trades this typical per cent would be slight. 

t Ratios shown are for stores in the following volume groups: camera stores with 
annual sales volume below $100,000; furniture stores with annual sales below $250,000; 
and women’s specialty stores with sales below $5,000,000. 

§ Not available. 
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The percentages in this schedule are typical for the retail trades that 
are listed. These percentages, however, vary from one locality to another, 
from a large city where rents and labor costs are high, to a country village 
where rents and labor costs are low. Moreover, these percentages vary 
from one store to another in the same locality depending upon the oper- 
ating policies of the management, whether little or considerable adver- 
tising is used, whether rent expense is high or low, whether liberal or 
small salaries are taken out by the owner or the owners for their services. 
As a general rule, however, two characteristics are predominant regard- 
less of the size of the city: the small retailer usually has a higher gross 
margin than the larger retailer, and retailers in large cities usually oper- 
ate on a higher gross margin than those in small cities and towns. 


ILLUSTRATIONS OF SALES ANALYSES 


To make a sales analysis of any business enterprise it is essential to 
have a sales figure, preferably net sales, along with the balance sheet. 
If a figure is available for gross sales but not for net sales, a modest 
deduction may be made for returns and allowances to obtain an esti- 
mated net sales figure. It is also quite necessary to know exact purchasing 
terms, and if several different terms are used by merchandise suppliers, 
to compute as closely as possible or estimate, a weighted average pur- 
chasing term. Other information is desirable, as will be seen in the follow- 
ing examples, but if the additional facts are not available, fairly close 
estimates may be made to carry out this particular type of analysis of 
small business enterprises. 


Haberdashery Shop 


Fred A. Robbins owns and operates a retail men’s furnishing shop in a 
densely populated tenement area in New York City. The business had 
been in operation 6 years and during that time the initial investment of 
$6,000 has grown to $16,928, partly out of earnings and partly by the 
investment of additional funds in the business. Between the last two 
fiscal years the net worth increased $3,390, but of this amount only $590 
represented reinvested net profits for the year, after a modest salary to 
the owner. The difference of $2,800 represented additional funds invested 
in the business in year A. The comparative financial condition of the 
business as of the last two fiscal dates appears in Schedule 7. 

Sales Analysis of Year B Figures. In year B, the current liabilities, 
which amounted to $11,242, were quite heavy; how heavy will be shown 
by a sales analysis. As a result of the net profit of $590 and the additional 
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$2,800 invested in the business during year A, the financial condition was 
considerably improved. At the same time, the inventory was contracted 
from $22,290 to $14,682, bringing affairs even more into line. The current 
liabilities simultaneously were reduced to $5,914. To state the improve- 
ment in the form of a succinct comparison, the current liabilities at the 
end of year B amounted to 77.7 per cent of the tangible net worth, and 
1 year later to only 32.9 per cent. 


Frep A. Roppins—PRoOPRIETOR [Schedule 7] 
Comparative Figures for Years Ended December 31, 19— 


(B) (A) 
Two Years One Year 
Ago Ago 
ASSETS 
(CaS heer NN pene P als AN She) eee $ 2,168 $ 5,152 
Inv entOnyernten eee ew shee oie F 22,290 14,682 
CUT RENERA SOLS AS Foi ee EER. op eR eet $24, 458 $19 , 834 
BAXCUNeS MAN eee Re ae ee 422 3,226 
Bre Daldagy ret ced ek. Le hie ieee 636 572 
OthereNesetse-m ee ee ane 264 210 
EOD Miike Sea PT ed ne tEOe ea Kes $25,780 $23 , 842 
LIABILITIES 
INGCOUMOUS JEAN O Soe Sh od Goto poe bee ec $10,694 $ 5,508 
NCORUALSMRre Serre an ehaberh de... Baits erat: capt 548 406 
Current Liabilities wie eee $11, 242 $ 5,914 
INGtRWiOrthia eta eet es cost Genes al ke 14,538 17,928 
HIRO MUANG Ree a itie way Anehaes Saitek ae 2 $25,780 $23 , 842 
Net Working Capital......)...4....... $13,216 $13 , 920 
CUimrentaiecalto en. a Soe ili Shoo 
IGEN GADIO ING WOT Ds oo Kaeo 6 65.8 bate E $14,538 $17,928 
INCtroal CS era ey, Mil eahe Vey, The eo, $56, 352 $49 , 320 
INE CarOlitSae eee nese Rie ete a 1,724 590 
Withdrawalsapee tet 4 ate eerie oes None None 


To make a sales analysis of the balance sheet for year B, it is neces- 
sary, first of all, to break certain figures down into average monthly 
periods. For example, dividing the yearly net sales of $56,352 by 12 gives 
average monthly sales of $4,696. The average monthly net sales is the 
same as the average monthly income. Out of this average monthly in- 
come must come the funds to meet all operating expenses of every nature 
from day to day and from week to week, and then to meet invoices for 
merchandise on net buying terms, if not on discount terms. 


162 ANALYSIS OF SMALL BUSINESS ENTERPRISES 


Total operating expenses in this line amount, on the average, to 29.3 
per cent of net sales, leaving 70.7 per cent of the net income to pay 
merchandise invoices. On average monthly net sales of $4,696, 70.7 per 
cent or $3,320 is available during each month throughout the year to 
pay merchandise invoices after $1,376 has been used during the month 
to meet all operating expenses such as salaries, wages, rent, light, heat, 
telephone, insurance, and taxes. 

If $1,376, the average monthly expense, is now considered to be the 
absolute minimum cash requirement to be kept on hand, the excess of 
cash may be ascertained by deducting this figure from cash of $2,168 
shown in the balance sheet of year B. The difference, which amounts to 
$792, may be applied immediately to reduce outstanding merchandise 
invoices. 

If this excess cash of $792 is applied to the accounts payable of $10,694, 
a balance of $9,902 is owing to merchandise creditors. No consideration 
is given to other liabilities, which in this case represent accruals of $548, 
as payment of such an item is included in the gross expenses of 29.3 per 
cent which were immediately deducted from the average monthly income 
as a necessary prior expense. The balance of accounts payable of $9,902 
can be met only out of that portion of the net sales income which is 
available to pay merchandise bills and which has been found by compu- 
tation to be $3,320 monthly, on the average. 

Dividing $9,902, the net accounts payable, by the average monthly 
income available to pay merchandise invoices, amounting to $3,320, gives 
3 months, the length of time it would normally take to liquidate this out- 
standing net merchandise indebtedness. Merchandise is purchased by 
men’s furnishing stores on net terms which average around 30 days.® 
The average net income to pay merchandise bills in 30 days or 1 month 
would be only $3,320, an amount insufficient to meet the outstanding 
net merchandise obligations, and payments to merchandise suppliers ac- 
cordingly would run slow. 

Sales Analysis of Year A Figures. The financial condition at the end 
of the following year A is materially different. On the basis of a similar 
sales analysis, the following computations may be made: 


UswYVearly Net Salesiiec ss fics: ee hein e ei meer oe eae ee $49 , 320.00 


* Manufacturers of men’s shirts, underwear, and pajamas, for example, sell to 
retail stores, exclusive of large chains and department stores, on terms of 2 per cent 
discount in 10 days, net 30 days; 3 per cent 10 days, EOM; and some few concerns on 
terms of 30 days net. Wholesalers of men’s furnishings sell to retail men’s furnishing 
shops on terms of 1 to 3 per cent discount in 10 days, EOM, the twenty-fifth of the 
month being considered the end of the month. Wholesalers of hosiery and underwear 
sell to retail stores on terms of net 30 days, but terms of 10 days, EOM, net 30 days, 
and 2 per cent discount in 10 days, net 30 days, are also used. 
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he, JIC Wom Ny INES EVES), 6600000065 00nedeehuoscoumauenecussn. 4,110.00 
(Divide 1. by 12 months) 

3. Average Monthly Income to Meet Merchandise Obligations......... 2,905.76 
(Multiply 2 by 70.7 per cent) 

AC ashionstlandsonystatementeDateeseee sees. lee. eee. 5,152.00 

5. Average Monthly Income Needed to Cover Gross Expenses......... 1,204.24 
(Multiply 2 by 29.3 per cent) 

GOMER XCessy© AS hn OMm EL anil We weerge Wee a oed Petas Bee ys ons erase oxen e bc a ecu 3,947.76 
(Subtract 5 from 4) 

(@eNccountsseayable on otatement Datess-)940920..2 050.6. 00000 oe. 5,508.00 

8. Accounts Payable after Crediting Excess Cash on Hand............ 1,560.24 
(Subtract 6 from 7) 

9. Number of Months to Liquidate Remaining Accounts Payable...... 0.53 


(Divide 8 by 3) 


In year A, the inventory was materially reduced from $22,290 to 
$14,682; net profits of $590 were retained in the business; and $2,800 
of additional funds were invested in the business. These three features 
brought about a very material and healthy decrease in the current lia- 
bilities from $11,242 to $5,914, and improved the relationship between 
the current liabilities and the tangible net worth. This improvement is 
now measured definitely by the sales analysis in the time it would take 
to liquidate the accounts payable. Whereas, at the date of the balance 
sheet in year B, it would have taken 3 months and payments would 
have been slow on typical buying terms of 30 days, at the date of the 
balance sheet in year A it would have taken only 0.53 of a month, or 
approximately 17 days, and all payments would certainly have been dis- 
counted or made promptly. By this technique, the ability of a concern 
to liquidate its obligations is put into the exact unit of days and is com- 
pared with typical or average purchasing terms. The technique is simple, 
logical, and reasonably accurate, particularly with smaller retail concerns. 


Ladies Specialty Shop 


In San Francisco 8 years ago, Marie Martel opened a small retail shop 
handling corsets, brassieres, hosiery, lingerie, gloves, and accessories un- 
der the name of the Ladies Specialty Shop. The business was started 
with a modest investment of $4,800. Operations were conducted with 
some success, as the tangible net worth in year A amounted to $20,258, 
the increase having been gradually accumulated over the years from re- 
tained earnings. The comparative figures for year B and year A are 
shown in Schedule 8. 

Very little difference appears in the figures between year B and year A. 
The current assets expanded $1,468, represented partly by larger inven- 
tory and partly by greater cash; the current liabilities were almost identi- 
cal for both years; the tangible net worth increased from $18,298 to 
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$20,258 as a result of keeping net profits of $1,960 in the business; the 
net working capital was moderately larger; and the net sales increased 
somewhat. The typical concern in this line of business utilizes 36.1 per 
cent of the annual net income from day to day to meet operating ex- 


(Schedule 8] 


Comparative Figures for Years Ended August 31, 19— 


Lapies SpreciaLtty SHOP 


(B) (A) 
Two Years One Year 
Ago Ago 
ASSETS 
die ites We air. ip, earner CWre vate eee eee a $ 454 $ 1,064 
Accounts Receivable.................. 3,670 3,604 
Merchandise avrads Aes nee ee 21,922 22,846 
GaircentoAlssetsnner: cyzf- ene a $26 , 046 $ 27,514 
EEXGURES ete eran cee ne meena 5,504 5, 420 
De pOsitee tis. Git: Aka eee ee ONE, ees 668 
PL OTAT ta bes cedsbe et eoeat estes $31 , 550 $ 33,602 
LIABILITIES 

ACCOUNTS PAV ablet ak eee a ceria - $12 , 252 $ 12,094 
FA COMUCOMECENIL nas carey ireeary pct or 1,000 1,000 
ACCIUCASLAXeS:... 1 tdndatiars at EES eed Pete ee 250 
GCaunrent: lnabilities ier oe eee ee ae $13 , 252 $ 13,344 
INGOSWiOrthtog ce hints een airs ee 18,298 20, 258 
EE OMAT/ Sak AOA Ree tt en RE eee ae $31,550 $ 33,602 

Net Working Capitals ese ween $12,794 $ 14,170 
COVERT DL NGOs Sioah Otho Hike Ais bic 6 oa had Oe 1.96 2.06 
ONGLOLEINIELAV-OTLne ate Sete ee $18 , 298 $ 20,258 
ING br Sal C8 eS nie ecco tor noes og eee $97 , 248 $104,964 
INGtIRTONUS tse atta so Tee ee 2,218 1,960 
Withdrawals) 50s. ras dass ot None None 


penses and the remaining 63.9 per cent to cover merchandise purchases 
and net profits. Comparative sales analyses for year B and year A give 
the following results: 


WN 


GO SIO 


Year B 

mY carly Net Sales. 4.220 Site es ee eee $97 , 248 
. Average Monthly Net Sales.. 8,104 
. Average Monthly Income to Meet Merchandise Obliga- 

HONS. ges eee ieee re Oe TLS eee ene 5,178 
. Cash on Hand on Statement Date.. a, 454 
. Average Monthly Income Needed to “Cover Gross Ex- 

DONS CS ries insole tr tray Seem t ce Weis ate Eee a ee a 2,926 

Excess’ Cash ont Hand’ sn a1 ee nen ee (D)2,472 
. Accounts Payable on Statement Date.. ae 12), 252 
. Accounts Payable after Debiting Lack of Cash Require- 

ments‘on Hand... \i.7a noc ae ee eee ee 14,724 


Year A 
$104, 864 
8,742 


5, 586 
1,064 


3,156 
(D)2, 092 
12,094 


14,186 
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9. Number of Months to Liquidate Adjusted Accounts Pay- 
FLIES © ge Me Res Ron rc aa ay Sen I ee 2.8 2.5 


This enterprise had been operating with insufficient cash on hand. The 
balance sheet in year B disclosed cash of only $454, and in year A of 
$1,064. Checks were drawn on balances in the depository bank just about 
as soon as the funds were deposited. On the basis that the minimum cash 
requirements should be sufficiently large to cover all operating expenses 
for 1 month, cash was short $2,472 in year B, and $2,092 in year A. If 
these amounts are added to the respective accounts payable for both 


WHOLESALE WooLeN CoMPANY (Schedule 9] 
Comparative Figures for Years Ended August 31, 19— 


(B) (A) 
Two Years One Year 
Ago Ago 
ASSETS 
Cache rey orn ait hae eine ae ys shee ce: $ 2,225 $ 6,555 
INCCOMMUSTRECEIVADIC yee. ween one: 5,550 10,209 
NMeKchanGisepemere is tee. c eer ene a 6,425 10, 646 
CanrentBA sselse ye ten es ee ED $14, 200 $27, 410 
I Dbqi bcs eens Sea ec eee so Me 8 ee ee 750 (lye 
Wwestromebartnersaseeerwe. on ices) Ge ee 1,774 636 
Ke paidalnsunrance sec k 1. eee ee ee 26 277 
SeCuniticse ewe tres Cad erconny ca erp erie P03 ee ee 204 
POT ATS eh ria sieee orl «Abies HM onewes « Aree $16, 750 $29 , 239 
LIABILITIES 

ANC COUNUSE DAY ADIGE een ek rete eat Sana $11,149 
IA COTULALS eee peee Re TET MATA ta SES Een Sd RAS ceo 9 
Currentaliauilitiesem et ee Pee Sree $11,158 
INGEBWOrthite porte koran ose es tee ae 16,750 18,081 
“ROU Bg ras Reece Gn Seek eae ne ee $16,750 $29 , 239 

Ian NY Cola COPTGEL, oo occ ok eh i HOR Eb ES ENE $14, 200 $16 , 252 
CUTTER GLAU Oe toe EE neh Lene DN es 2.45 
SRG LED IN al WOT eo ote tad a ato eob One ne $16,750 $18,081 
INGESalesras 7 mAh SRA TL oa ltaees $e ore $61,053 
ING HAST OLI ES eRe ane cree to actos ha cats, oe axel! 
Wathdrawalswasieicaso moet eet osraterenets tes None None 


years, and the average monthly incomes available to meet merchandise 
obligations are applied to these totals, 2.8 months for year B and 2.5 
months for year A appear as the respective periods it would take to 
liquidate accounts payable on the basis of average monthly sales. 

About one-third the annual purchases of the Ladies Specialty Shop are 
made on 30-day terms and the remaining two-thirds on 60-day terms, or 
weighted average purchasing terms of 50 days. Obviously trade obliga- 
tions could not be met on these terms for either year, with average liqui- 
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dating ability of 2.8 months and 2.5 months respectively. Subsequent 
trade investigations, made shortly after the statement dates, for both 
years verified these conclusions. Although some modest improvement was 
made during year A, the payments to three-quarters of the merchandise 
suppliers were running around 30 days slow after the end of year A. 


Wholesaler of Woolen and Worsted Piece Goods 


The Wholesale Woolen Company was organized in year B by two part- 
ners. One of the partners had previously been a buyer for 10 years for a 
large representative jobber of woolen and worsted piece goods, while the 
other partner had been a salesman in the same line for 8 years with 
another concern. This enterprise started business with a paid-in capital 
of $16,750 as specialists in woolens and worsted piece goods selling to the 
ladies’ dress trade. At the end of year B, operations had been carried on 
for about 3 months. No liabilities were outstanding on the statement date, 
all obligations having been met out of the paid-in tangible net worth. 

The figures at the end of year A disclosed the results of an active busi- 
ness. Net sales for the year had amounted to $61,053, quite a satisfactory 
volume for the first full year of operation. Net profits amounted to $1,331. 
The current liabilities now aggregated $11,158. The comparative figures 
for the 2 years are given in Schedule 9. 

An income statement which accompanied the balance sheet for year A 
disclosed the fact that the cost of goods sold during year A amounted to 
$47,621, which was 78 per cent of the annual net sales. The cost of goods 
sold plus the net profits of $1,331 amounted to 80 per cent of the net sales, 
leaving 20 per cent for all expenses including salaries and wages, selling 
expense, shipping, general, taxes, and administrative expense. A sales 
analysis based on these percentages gives the following results as of the 
end of year A: 


Ise early Neti Sales cc. 36 poe 5 ay ato oilers h mo ee ee $61,053 

ZeAverager Monthly Netssalesm ae. eu eta eee ee eee 5,088 
(Divide 1 by 12 months) 

3. Average Monthly Income to Meet Merchandise Obligations............ 4,070 
(Multiply 2 by 80 per cent) 

Am CashsonsHand onistatement) ater spent niin ten tn nena 6,555 

5. Average Monthly Income Needed to Cover All Gross Expenses......... 1,018 


(Multiply 2 by 20 per cent) 
6. Excess Cash on Hand 


ee Sidhe Lahn, Marks een, See a Oe ee 5,537 
(Subtract 5 from 4) 

(EEA ccountsslaya bleroni statements ) ate meena ein n a aan aa eee 11,149 

8. Accounts Payable after Crediting Excess of Cash on Hand............. 5,612 
(Subtract 6 from 7) 

9. Number of Months to Liquidate Remaining Accounts Payable......... 1.4 


(Divide 8 by 3) 
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Of the average monthly net sales of $5,088, 80 per cent, or $4,070, be- 
came available to meet merchandise obligations. The balance sheet 
showed an excess of cash of $5,537; applying this sum to the accounts pay- 
able of $11,149 brought the amount of accounts payable to be liquidated 
from net sales income down to $5,612. This amount on the average would 
be retired in 1.4 months on the basis of $4,070 being available monthly to 
apply to merchandise creditors. Purchases of woolen and worsted piece 


BLANKBOOK MANUFACTURING COMPANY [Schedule 10] 
Comparative Figures for Years Ended December 31, 19— 


(B) (A) 
Two Years One Year 
Ago Ago 
ASSETS 
COG he iat aes he ee ae $ 10,484 $ 11,720 
Accounts Receivables, 2.0505... 5.0 es 6 13 , 620 14, 432 
Merchandise. strer tats veel cretriey. 8: 7,488 4,016 
CUT CNUCAISSELS Fate ep bac err Sone $ 31,592 $ 30,168 
INiachinver yarns oo ee ee ee Rapes 5; 10, 400 10,000 
Prepaidelnsurances see «ae eee eee ere 328 296 
KOU te Sache hel ahaa toes Aaate tar Rs ne $ 42,320 $ 40,464 
LIABILITIES 

Accounts bayawlezcn.] eles ieee nee $ 14,612 $ 11,860 
INC CEUe de axeS ee rp el We. eaniond Be esha 412 252 
CnumnentgliiC UVES eae ee a $ 15,024 $ 12,112 
INCUMVVionbbapere erie eee tet oe re on 27 , 296 28 , 352 
OUD th 5 Esty AC Bev ee Sa RR oe a duces $ 42,320 $ 40,464 

ING CASHG COMM s 50 on 6c dba bee 46 6a $ 16,568 $ 18,056 
CONT ODE AISI. 56g Fae eo hd ee RE ee 2-10 2.49 
MORO IOUS INGE WOR Os 6c. & 6 6.0 Ge fee Wh Ue $ 27,296 $ 28,352 
ING GIO al eStee Taacea as Dipole sank Sa oekeee $144, 856 $153 , 460 
INGUBERON tS pte miata oe nh ate sorte de 152, 1,056 


Wathdrawalswerit cationic area anoes ais: None None 


goods are generally made on 60- or 70-day terms, so it is quite evident that 
affairs were in healthy shape and all obligations were being taken care of 
handily. 


Manufacturer of Blankbooks 


A small manufacturing business was organized 6 years ago by two broth- 
ers under the style of the Blankbook Manufacturing Company to produce 
blankbooks and binders. The business has remained continuously in their 
hands. Within a radius of 100 miles of the plant, sales are made to retail 
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stationery stores, to printers, and to industrial enterprises. Comparative 
figures for the past 2 years appear in Schedule 10. 

This firm is a relatively small enterprise, the balance sheet at the end 
of year B disclosing a tangible net worth of $27,296 and at the end of year 
A, a tangible net worth of $28,352. The volume of net sales increased 
moderately from $144,856 to $153,460 between the 2 years, and some 
profits were earned each year. 

The internal financial condition improved somewhat between the two 
statement dates. The current liabilities were reduced from $15,024 in 
year B to $12,112 in year A. This reduction was brought about by retain- 
ing the net profits of $1,056 in year A in the current assets, by the reduc- 
tion in the fixed assets through depreciation on the machinery account 
of $400, and by a decrease in the current assets reflected by the lower 
inventory. The net working capital increased from $16,568 to $18,056, the 
current ratio improved, and the other relationships which will be studied 
in succeeding chapters disclosed favorable trends. 

A sales analysis will confirm this impression. There is no reliable esti- 
mate, based on a survey of a cross section of concerns in this line of 
activity, of the percentage of net sales income normally available to pay 
mercantile obligations. Attached to the balance sheet for year A, however, 
was an income statement for the year reading as follows: 


GYORS SSeS ieee 6 i oR ei eink 6. alc ha be Area at Ran oe Le ee a or eee $154,816 
ess AREtwrns ANG sOISCOUNUS ta ea cee ogo cae Cs En Iaoo 
INGt Sales Per porte the need Ce ees 9, 5 cad oc ag et aN eee TT eRe ee eo ee $153 , 460 
Inventory edad. Ste jee ao a eo ee re Bae eee ees $ 7,488 
Purchases, Manufacturing Labor, and Expense................ 114,468 
SRO Neos Ae Sige ee ne Pre ee ete ie ae rhe eel ee $121,956 
FESS AD VELICOL Ye DCC Ol mere nn aa ara anne er ee 4,016 
Cost-ofGoodsisold ix) R en Pee el ee ee A ee 117,940 
(STOSSPENO Ln has core ne ote Rc Gee oe LE TOT MRO Et or $ 35,520 
Deducta@thenslixpenses wenn e.ege aeeea ee .... $ 15,984 

DALATICS A nn,.8 cate era tk eae or Re Ey SE ae 18,480 $ 34,464 
ING LEC y OL ee A en ee A Re nie ee am eee Ske We $ 1,056 


The item in this schedule of particular interest is Purchases, Manu- 
facturing Labor, and Expense, which totals $114,468. In this summarized 
condition the item is of very little value. A request for a breakdown of 
the item provided the following enlightening and helpful facts: 


Pay ROLL, Bytes sce ch od ohne. 2a uy ene an $ 8,724 
Ruling; Printing, and Numbering: 0000. ..... 0.502544 27 , 480 
Cost of Rawa Material aeeee ay eee ee ween, DeLee 78, 264 
Total 
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From this segregation there is available the basic information needed 
for a sales analysis, the one figure of the cost of raw material, $78,264. 
To this figure must be added the net profits of $1,056, which gives a total 
of $79,320, or 51.7 per cent of the annual net sales, representing the per- 
centage of income available to meet merchandise obligations. With the 
use of this percentage figure for year B as well as for year A, the same 
computation may now be made as has been made in the preceding cases: 


Year B Year A 

hoe NASRWB BY NGIRISEN Gila ciceens i CeORSZOMee Ch ai atten re ey eae ae $144, 856 $153, 460 
DeeaveravesMomthlyeNetioales cea. ck ais. 6 fhke «isis ces ca oe 12,072 12,788 
3. Average Monthly Income to Meet Merchandise Obliga- 

DIGI SReMmeeete Me anette Monee a adp | wits ahs cobs Oubhass. cc ete wenn 6,240 6, 608 
4. Cash on Hand on Statement Date..................... 10,484 11,720 
5. Average Monthly Income Needed to Cover Gross Expenses 5,832 6,180 
Guelixcesss@ashvon Jban Qi ica. Aise gn cy Siced eh ucttis, 6-0 sn A 4,652 5,544 
7. Accounts Payable on Statement Date.................. 14,612 11,860 
8. Accounts Payable after Crediting Excess Cash on Hand.. 9,960 6,316 
9. Number of Months to Liquidate Remaining Accounts 

Dig aayal lol Oapemereeyene cere nes ee ec Re Gin fc ayec Ne Ae Sse 1.59 0.96 


The raw materials of this concern consist of paper, cardboard, and 
some leather, all purchased from small jobbers on 30-day terms. In year 
B the accounts payable, after applying the excess cash of $4,652, amounted 
to $9,960. On the basis of average monthly sales of $12,072 and 51.7 per 
cent of the income being available to meet merchandise obligations, it 
would take 1.59 months, or 48 days, to iquidate merchandise obligations. 
On buying terms of 30 days, payments would run slow. 

In year A, a material improvement had been brought about. The 
yearly net sales had expanded moderately from $144,856 to $153,460, 
and the average monthly net sales from $12,072 to $12,788. Accounts 
payable on the balance sheet had been reduced from $14,612 to $11,860 
as a result of carrying a smaller inventory and, after applying the excess 
cash, amounted to $6,316. This sum could now be covered in 0.96 month, 
or 29 days, on the basis of 51.7 per cent of the income being available for 
this purpose. Payments accordingly would just be prompt on 30-day 
buying terms. 


QUALIFICATIONS TO SALES ANALYSIS 


The sales analyses described in the preceding pages are of a very precise, 
definite nature. The reasoning is based upon average monthly net sales 
because rarely is there available sufficient detailed information to show 
accurately the fluctuations in monthly net sales volume from the low point 
of a year to the peak of a season. At times this information is available in 
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the form of exact monthly net sales figures for each month of the preceding 
year, and it is a simple mathematical procedure to obtain the percentage 
above and below the average monthly net sales for each specific month 
and then to adjust an analysis to the specific case to which these addi- 
tional facts apply. Six additional qualifications also enter into sales anal- 
yses of this character: 


1. Sales analysis applies more specifically to smaller industrial and commercial 
concerns, that is, manufacturers, wholesalers, and retailers where the tangible 
net worth does not greatly exceed $35,000 and that rarely, if ever, obtain short- 
term credit from a commercial bank. As a concern increases in size above $35,000 
the technique of sales analysis loses its pure effectiveness, as seasonal fluctuations 
become greater and the use of bank credit cuts across the application of funds. 
Managements that utilize bank credit do so for the one reason that they are 
desirous of paying merchandise obligations promptly or by discount, and bank 
credit is needed, at the peak of a season, for that purpose. 


2. Where cost of merchandise sold is available in the income statement of a 
wholesaler or a retailer, or cost of raw material in the detailed income statement 
of a manufacturer, those figures provide the exact percentages applicable to a 
specific case for sales analysis. The use of such a figure in a specific case is more 
exact than the use of a general or typical percentage or estimated percentage for 
that particular division of industry. 


3. As a business concern grows in size, proportionally smaller inventory and 
receivables generally are carried, and larger investments are made in fixed assets, 
that is, in land, buildings, equipment, machinery, and fixtures. The accounts 
payable, by the same comparison, are often relatively smaller than notes payable 
to banks. 


4. With progress come larger lines of bank credit. Bank loans often run pro- 
portionately higher with large enterprises than with smaller concerns in the same 
line of business and at a near-by location. These loans enable managements to 
keep trade indebtedness to fairly limited amounts, and to take advantage of 
anticipations and favorable discounts. 


5. Sales analysis is based upon the relationship of available average monthly 
net income to pay only accounts payable for merchandise. All other liabilities 
are included in the gross overhead expenses, which are first deducted in the 
process of determining the typical average monthly net income available to 
retire merchandise invoices. 


6. Every line of business activity has a season with a high and low point of 
liabilities. The date of a balance sheet should be correlated, wherever possible, 
with the season as outlined in Chap. VII. Sales analysis is based upon the com- 
putation of average monthly net sales and average monthly income available 
for specific purposes. If a season is known, the results of a sales analysis may 
be modified by that knowledge. 
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Supplementary Sources of Elements of Sales 


The sales analysis of the men’s furnishing shop was based upon the one 
figure that 70.7 per cent of the average monthly net sales income was 
available to retire merchandise invoices; the analysis of the ladies’ spe- 
cialty shop was based on the figure that 63.9 of the income was available. 
Suppose, however, a concern in a retail trade not listed in Schedule 6 were 
being analyzed and that the typical breakdown of net sales income was 
not readily available. Then what could be done? 

There are three other possibilities. The first and most accurate approach 
would be to secure an income statement of the concern which is under the 
fluoroscope, as was done with the wholesaler of woolen and worsted piece 
goods and the manufacturer of blankbooks. An exact percentage of net 
sales income to pay merchandise obligations generally would be available 
in the income schedule, a percentage which in each individual case would 
be far more exact than a percentage obtained from any broad survey of 
operating expenses. Secondly, an estimate might be secured from others, 
from accountants who specialize in or are familiar with the particular line 
of business under analysis, from bankers, from trade associations, from 
mercantile credit men in concerns actively selling that line of business, 
from managements of concerns in the same line of activity that might 
even be competitors of the enterprise whose figures are being analyzed. In 
the third place, a close estimate might be made by the analyst if he were 
familiar with the operations of the particular line of business. If he were 
not familiar with the line of activity, his last resort would be to make an 
estimate which might or might not be close to the actual situation but 
which would provide a basis of reasoning. 

If the concern were a manufacturer or a wholesaler, and no income 
statement were available, a typical percentage of net sales income avail- 
able on the average to pay merchandise obligations, in addition to the 
sources mentioned in the preceding paragraph, might also be computed 
from the census figures as outlined in footnotes 3 and 4 on pages 157 
and 158. Census figures are in great detail, being broken down into refined 
lines of business activity, by location, and by sales groupings. 


THEORY AND PROBLEMS 


1. Outline the principal sources of credit to small business enterprises. Which of these 
sources is the most widely used? 


9. Give four functions and services performed by small business. Discuss the one that 
you believe to be the most important in the economy of our country. 
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3. Name the three elements of net sales used to indicate three general classes or dis- 
bursements used in sales analysis. Give the approximate percentages of each of 
these elements for (a) retailers, (b) wholesalers, and (c) manufacturers. 


4. Describe fully the technique known as sales analysis, being sure to mention two 
essential pieces of information not included in the balance sheet. What final conclu- 
sion can be drawn from this technique of analyzing balance sheets of small business 
enterprises? 


5. Arthur Sinclair operates a small neighborhood grocery store. All merchandise is 
purchased on regular terms of 2 per cent discount in 10 days, net 30 days. Net sales 
for the year ended Dec. 31, 19—, amounted to $94,622. No bank credit has been 
established. With this information, make a sales analysis of the following balance 
sheet and indicate whether, in your opinion, trade obligations are being retired on 
time or are running slow. 


Balance Sheet, December 31, 19— 


ASSETS 
Cashier diatom keene oy a ee $1,242 
IDR MCC Ae, ener eee eee Eh TARE err ePGre CORRS Geo eO Ege oes & 9,156 
CuTTENG ASSO Scie Ae eee ee ee a arin ee $10, 398 
Store dixturessand show Casesm ce semi iei e aieee  eees $2, 864 
Prepaidlexpenses:s. (rar 4 mine ete es are Beane oreo cree ae 203 
Mats cell ame O Us insite cxte ba a eee ol gue stad oe Lo air hoa eee aa ___ 207 
OPNERIASSCUS ios icc ea ain’ eM R Gee la Oe es 3,274 
otal ZA SSCUSS mroanicetna Sout oro cay hoy eae ee ORT Serra ee $13,672 
LIABILITIES 
Accounts pay ablestor merchandises ae een ens tee ee $3, 621 
IACCTUCUAWAL ES ods ea Ke Dia ee cee ee See re ae eS 68 
Currentplabilitless iat acictnvc keer aceon one eC pene RS $ 3,689 
ING UAW OR UIs. etace. ee LOLS Aas RCTS neh eRe OP ee: Ope Rae 9,983 
otal lnabilitiessandsNetiW Orton serene eee eee ee ee $13,672 


6. A retail book store has been in operation in an Hastern city for 12 years. The last 
fiscal year ended 2 months ago. Financial statements which have just become avail- 
able show net sales for the last year of $122,642. Purchases are made on terms of 
1 per cent discount in 10 days, net 30 days, 2 per cent discount in 10 days, net 30 
days, and net 30 days. Accounts payable appear in the year-end balance sheet at 
$8,340. There is sufficient cash on hand for 1 month’s need. No bank credit is 
available. Will payments of the accounts payable be made promptly or will pay- 
ments be slow? 
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7. The credit manager of the Wholesale Shoe Corporation decided to extend credit 
up to $1,500 to the Retail Shoe Compa‘-y after making a sales analysis of the fiscal 
figures at the end of year B. The Retail Shoe Company makes no use of bank credit. 
All shoes are purchased from wholesalers on the customary terms of 2 per cent dis- 
count in 30 days, net 60 days. The figures as of the end of year A have now been 
made available and have been posted on a comparative statement sheet beside the 
figures for B. If you were the credit manager would you increase your line of credit, 
decrease your line of credit, or leave your line at $1,500, after making a sales analysis 
of the year A figures? 


Rerart SHor Company 
Comparative Figures for Years Ended December 31, 19— 


(B) (A) 
Two Years One Year 
Ago Ago 
ASSETS 
(Ooi liverwort te een I a ah eet oe $ 3,378 $ 3,828 
Accountseheceivablesm: aera eae 3,942 2,892 
Merchandise erent. axe rae aye at errno oe 26, 250 21,564 
CUTER ENTEASSELS Set weet eR TTR $33 , 570 $28 , 284 
Furniture and Fixtures......... iio elie 2,916 3,078 
IDE DOS bee Seo Sc A SANS ees eesaO Nes 1,023 630 
Deterred=Etemseaeaaete ee ere ee. te oe 822 804 
1 FHeREASSE USta ec eer te ta mee nae 306 222 
HINO SDA Tutte s ceo as oe A ae aaestyen See sore A $38, 637 $33,018 
LIABILITIES 

NeCounits: wavyalo lem rcme i seen eee ones oe $12, 849 $ 5,604 
PACE TUE MEVC TAG ey cars teem ot SRG ass cree: 780 426 
IN CCRUCC MW AS CS opera eo eem i ga ean ne. cesgsy su ois 264 294 
NRVeServe Ole axe Srerat nie ctanen onecdn: oe eerie 1,047 939 
OU LTD: 569 Sooo ow CC OMOEA HOD Ot $14,940 $ 7,263 
ING CRO I: GIMre titer) pce kec wn cisnets hirir st pavesnd ee 23 , 697 25,755 
1 DPOSAPNE eee oe Re NO toy oe Cr cee $38 , 637 $33 ,018 

ING URS IEG remanent nets cored sae oy inn cus Anite $62,349 $68 , 040 
INGtErOnitsrerrmame re cian Pama ct ct os cerreee 2,340 2,058 
\vating listen Gi Sige, nro Risks 85. A. ore Oui Gate ely ae aecae None None 


8. A retail hardware store was opened in San Francisco by a veteran of the Second 
World War, who had saved $6,000. At the end of two years the business had a net 
worth of $7,240. During the second year net sales amounted to $23,460. Purchases 
of hardware, tools, twine, kitchen equipment, seeds, porch furniture, and cutlery are 
made largely on terms of 2 per cent discount in 10 days, net 30 days. Cash on hand 
at the end of the second year of the business amounted to $660, and accounts pay- 
able to $1,420. No bank credit was being used. You have received an order for paints 
and varnishes, which, if you ship, will involve the extension of credit for $480. Make 
a careful sales analysis and decide whether you would or would not fill this order, 
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9. The Curtain Mfg. Co., Inc., is engaged in the manufacture of curtains. No bank 
credit is used. All raw materials are purchased in the textile market on terms of 
2-10-60 extra (that is, payments are net in 70 days). From the following balance 
sheet and related income statement make a sales analysis and ascertain whether 


payments will run prompt or slow on these purchasing terms. 


Curtain Mra. Co., Ine. 
Balance Sheet, December 31, 19— 


ASSETS 
SSN I oo gees coe Reser a fs oa ls cel ce eG Ect ea ee $ 2,763 
INCCOUTEES INECELVADIG Ra. Ae cern cera Gee a eee eee eee $ 7,539 
Wess: MIReSchvcslOr DaAdlaebtse asi a ce een ee ee 346 7,193 
Inventory eAccie teens ee ert he ae eer ey ore eee eee ae Te 10,879 
NODES LECELVA Dele. 5 oceere Sen se tone cpm toked ee ee eit coe eee eee cee 1,200 
ba hegieimoeley Ose Dhewiewath tcc TRE an ie ec eaee e AND n caccren o & Sagleny OX toon 75 
Machinenysand ixturesisaehne eterna eae rare $ 2,526 
ess Wepreciatlonso.caa. aieceacunccee on wot eR Ronn we ew eee ooo Le Ne 
ROMA Lore oles caso ned EU Daa a eee eae Oe ON OR RR coe a ee $ 23,283 
LIABILITIES 
Accounts payable s...ca cea Ne starts aS cae ens aa eo ee $ 7,165 
Ne Crued! taxes :.:. 52 gucteaths ete aia th enone Sar ee SoA a eee 384 
IANCCrUedEWaPeSs ANG. EXPENSES) atic. so eae hee ee ora, eae Ooi 592 
(Commons StOCK vx... 4 RUN e soho otha 51 whey oy oak eee ee a ee 10,000 
Retained cearmin gs. eaeta 32 once, sacra cere te ea ne I 5,142 
TROTIAT Rae eee caches SR NA a TAO UIE AW Se a ak eee a $ 23,283 
INCOME STATEMENT 
(GLOSS SALES Sr trees ae oe Ee aorta ee GAS eee eee $126, 552 
BessssReturns anadeaiscOunts acs ant ee sit ee een ae neem ee ere Cor 
INGGISRTE SUR en tt reine art 8 iis ihc uncer ee AP a a a ne $118,790 
IMVENTORY: 1) ally cleo ke eae ere ney ens sae earn re re aie $ 12,517 
Pras Chaseseauntcraae ut en ere aie ran ee eek ee 81,905 
W LigFH 66) diy aes Ba ay PRU a nda VER Pi eRe dir An a a Bite Prat egy 11,058 
axesvoneactory: pay LOllannwan ee Aa Sens Aes Soke ee as ee 553 
A OGRA iy Rr Mi he pci sat eos Ty nd Ws ANS Semele $106,033 
Inventony.7Decnd leu press Ronee ee ae AO ee 10,879 
Costioroodssold:ae bar archaea ene oot en, Se eee 95,154 
Grossyprotition-sales- "ea pies Men shee ee a ene ee ae $ 23,636 
Salariesadtee ee es et. Nee OaN ce eee Rein ee See Ue ial $ 11,050 
Sellingea haiship Din ga eeret eer eae ager aa 2,597 
Generaliex pense son aiken meas iyh tha Moab ae ak Peay ease 7,130 
Bide Dts tee ay tree au x9 CaN AU PS gE 295 
Weprecia tions ee syne te. ie hate ete eee CI 253 21,325 
ING 17 DLO Lit eee Nortel, ec cthe Nos = po ea ahaa i mere eae ee $ 2, 0k. 


. If a small business enterprise makes use of bank credit, does that affect the con- 


clusions arrived at by sales analysis to any appreciable extent? Explain your 


answer. 


PART III 


Internal Analyses of Balance Sheets 


Be I consists of 10 chapters on the 
discussion of 10 important financial ratios, one in 
each chapter. A ratio ts a figure or a percentage repre- 
senting the comparison of one dollar amount with 
some other dollar amount as a base. With a sound 
knowledge of typical financial ratios, one may deter- 
mine whether a particular dollar amount represent- 
ing receivables, inventory, fixed assets, current lrabtli- 
ties, funded liabilities, or net sales is relatively large, 
typical, or relatively small. The theory behind each 
ratio ts discussed and then illustrated by three sets of 
comparative figures in each chapter. These compara- 
twe figures give the financial condition of many differ- 
ent lines of manufacturing, wholesaling, and retail- 
ing; they rllustrate many different financial problems 
arising from diverse business enterprises. A condensed 
over-all analysis 1s made of each set of figures, pointing 
out not only how the particular ratio under discussion 
applies, but how other ratios also indicate funda- 
menial strength or weakness. The ratios that are dis- 
cussed and illustrated in these chapters have been 
studied and applied intensively for over 30 years to 
many tens of thousands of commercial and industrial 
situations; they are practical in every sense of the word. 

Balance sheets and income statements are historical 
rather than prophetic. They present a record of the 
financial performance of business enterprises. Com- 
parative balance sheets and comparative income state- 
ments exhibit trends; a clear understanding of these 
trends based upon sound ratio studies may convey 
some premonition regarding the immediate future of a 
particular business enterprise, provided management 
policies do not radically change. 

At the end of each of these 10 chapters there is in- 
cluded a schedule giving the typical ratios under dis- 
cussion for various lines of business activity deter- 
mined from figures for the years 1960 to 1964. These 


ratios are medians. In addition to the median ratios 
for these years, a simple arithmetical 5-year average 
ratio of the medians for each line of business is given. 
These ratios have been determined on business con- 
cerns with a tangible net worth generally in excess of 
$75,000. These studies were initiated by the author 
while in the employ of Dun and Bradstreet, Inc. 
Since his retirement from that organization, the com- 
pilations have been carried on by the Industries 
Studies Department of Dun & Bradstreet, Inc. A 
table with the interquartile range of ratios, based on 
1964 figures, for most of these lines of business, is in- 
cluded in the Appendix. 

A ratio or a series of ratios that are good in one year 
may become poor in succeeding years under poor bust- 
ness management. Managements are constantly chang- 
ing in ability, ingenuity, aggressiveness, and power, 
and in the relationship of these attributes as compared 
with competitive managements. A knowledge of the 
significance of important ratios will point out weak- 
nesses and indicate whether a financial condition is 
wholly or partly good, questionable, or poor; but the 
great unknown is always management, which has the 
power to improve the condition or hasten the ruin of 
any business. It is not the ratio or ratios, ipso facto, 
that mean a business concern is out of line. The ratio 
is the symptom, like the blood pressure, the pulse, or 
the temperature of an individual. Some managements 
can overcome or mitigate the symptoms; other manage- 
ments fail to recognize the symptoms or lack the ability, 
the aggressiveness, and the knowledge to do so. 


CHAPTER VI 


Current Assets to Current Liabilities 


In the last few years of the nineteenth century when the number of 
financial statements available to creditors and to the public noticeably 
increased, there arose among commercial bankers and mercantile credit 
men the practice of comparing the amount of current assets of a commer- 
cial or an industrial business enterprise to the amount of its current lia- 
bilities, that is, of dividing the current assets by the current liabilities. 
By 1908 one author had written, ‘‘ . . . Many good judges feel that the 
ratio of quick [current] assets to [current] liabilities should be about 214 
to 1.’”’! Gradually, 2 and not 21% dollars of current assets for each dollar of 
current liabilities came to be expected as a reasonable margin of protec- 
tion. This comparison came to be known colloquially as the current ratio. 
In case of bankruptcy, falling prices, or inflated figures, the book value of 
the current assets could shrink 50 per cent in liquidation and current 
creditors, provided there were no long-term creditors, would still receive 
payment of their obligations in full. For many years this “‘two for one”’ 
current ratio was the alpha and omega of balance sheet analysis; even 
today the businessmen are legion who believe this single ratio to be the 
one infallible guide to balance sheet interpretation. 

The early adoption of this one ‘‘ratio”’ represented fundamental prog- 
ress in understanding the financial condition of balance sheets, particu- 
larly those of manufacturers, wholesalers, and retailers. On the other 
hand, the rapid growth in the use of this single comparison tended to blind 
many early analysts to the fact that a current ratio that was perfectly 
satisfactory for a factor? would be wholly inadequate for a manufacturer 

* ROSENDALE, WiuLIAM M., “Credit Department Methods,” Bankers Magazine, 
Vol. LX XVI, No. 2, p. 187, February, 1908. 

? A factor is a type of specialized banking institution which, until the Great Depres- 
sion in the 1930’s, specialized in financing cotton, woolen, silk, and acetate textile 
mills, selling agents, and converters selling primarily to manufacturers of apparel, 
and which had an extensive credit department whose members were especially trained 
for this purpose. In the Great Depression factors also began to finance concerns in 
widely different lines of business selling the retail trade. Factors have been in exist- 


ence since early colonial days, but their method of operation has undergone gradual 
and steady change. (See Foutxg, Roy A., The Story of the Factor, Dun & Bradstreet, 
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of furniture, as inherent differences existed in the financial conditions of 
concerns in different lines of business activity. A current ratio that might 
be suitable for a well-established, soundly managed business concern 
might not be so safe for a relatively new, poorly managed, or rapidly ex- 
panding enterprise. Moreover, although a particular current ratio might 
be perfectly satisfactory for a corporation engaged almost exclusively in 
producing equipment and supplies directly as a prime contractor, or in- 
directly as a subcontractor, for the armed forces of the Federal govern- 
ment, it might well indicate that the wolf was lurking just around the cor- 
ner for a corporation operating under different circumstances. 

When credit men began to question the implicit efficacy of this single 
current ratio, a second, simple, supplemental comparison came into exist- 
ence: the comparison of the total of cash, of marketable securities when 
they were known to be absolutely liquid, and of receivables,* with the cur- 
rent liabilities. If the current ratio was ‘‘two for one” or better and the 
total of cash, marketable securities, and receivables equaled or exceeded 
the current liabilities, a balance sheet was said to give double assurance of 
current credit soundness. Where cash, marketable securities, and receiv- 
ables were less than the current liabilities, some doubt was thrown on the 
inherent current strength of the balance sheet no matter how high the cur- 
rent ratio happened to be. This second comparison came to be known as 
the ‘‘acid test.” It gave added prestige to receivables as a realizable asset 
and less to inventory. This was a natural conclusion, as the inventory in 
all except those retail stores that transact business solely on a cash basis 
must first be converted by sales into receivables and then from receivables 
into cash. 

An inventory may include a small or a large proportion of old, worth- 
less, secondhand, or immovable merchandise. The valuation of the inven- 
tory, even though no deception is practiced, is a matter of individual judg- 
ment; the active management often tends to view this portion of its 


Inc., New York, 1953.) In its gradual evolution, the factor has come to have three 
distinct attributes: (1) advancing credit against finished merchandise as security, 
that is, acting as a bank; (2) passing upon the credits and in most cases cashing the 
sales, that is, buying the receivables of their customers outright without recourse 
and collecting those receivables direct from debtors; (3) in some cases performing a 
group of special services, such as providing space for the display and the storage of 
merchandise, handling insurance, billing, packing, shipping, and making city deliv- 
eries. For a condensed description of the day-to-day operation of a factor, see Ray- 
mond V. McNally, ‘The Factor at Work,” Credit and Financial Management, Vol. 
53, Nos. 3 and 4, March and April, 1951; Walter M. Kelly, ‘‘How to Meet Today’s 
New Financing Requirements through Modern Factoring,” The Journal of Account- 
ancy, Vol. 99, No. 5, May, 1955; and Walter S. Seidman, Accounts Receivable and 
Inventory Financing (Mastero Press, Ann Arbor, Mich., 1957). 

3 These items came to be known as the liquid or quick assets. 

‘The important and fascinating subject of inventory valuation is considered in 
detail in Chap. XI. 
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assets with more optimism than do the creditors. Receivables, on the other 
hand, provided that they are not padded with intercompany transactions, 
personal loans, or questionable items, are a more definite quantity. 


EVOLUTION OF CURRENT FIGURES 


The evolution of the two expressions current assets and current liabilities 
in American accounting practice took place very gradually over a period 
of many years. No such classifications appeared in the first balance sheet 
blanks used by The Mercantile Agency in the 1870’s, in the first financial 
statement blanks drawn up by the New York State Bankers’ Association 
in 1894, or in the statement blank recommended by the National Associa- 
tion of Credit Men as late as 1906.5 Each of these balance sheets carried 
only a limited number of items, all of equal value, with no subtotals of 
any kind. 


Public Corporations 


As early as the calendar year 1891, the Pennsylvania Railroad Company 
had divided the assets and the liabilities that appeared in its annual 
balance sheet into appropriate subdivisions. One of six broad classifica- 
tions in the assets was Current Assets; under this division appeared such 
unusual items as Advances to other roads for construction and for other pur- 
poses, Materials on hand, and Mortgages and ground-rents recewable. On 
December 31, 1893, and December 31, 1894, the current assets included 
an additional item, Appraised value of assets not disposed of, received with 
the lease of United New Jersey Railroad and Canal Company consisting of 
both securities and equipment. The current assets in 1891, 1892, and 1893 
did not include cash, which was another classification of equal value, or 
securities that presumably were more or less permanent investments. In 
the balance sheet of December 31, 1894, cash appeared for the first time 
in the figures of the Pennsylvania Railroad Company as a part of the cur- 
rent assets. The financial statement of December 31, 1891, of this railroad 
is the earliest balance sheet the author has seen that shows a trend 
toward the classification of assets. 

The New York, New Haven & Hartford Railroad Co. apparently fol- 
lowed the lead of the Pennsylvania Railroad Company, as its balance 


° PRENDERGAST, WiLLIAM A., Credit and Its Uses, insert at p. 182, reprinted as 
Form 4, p. 18, in the present volume (D. Appleton-Century Company, Inc., New 
York, 1906). Credit and Its Uses also contains statement blanks then being used by 
the Fourth National Bank of the City of New York and the First National Bank of 
Chicago for (a) proprietorships and partnerships and (b) corporations. These blanks 
contained no classification of items by current assets or current liabilities. 
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sheet dated June 30, 1893, in its annual report to stockholders, showed a 
classification of Cash and Current Assets indicating the distinction, also 
implied in the earlier figures of the Pennsylvania Railroad Company, that 
current assets were not considered so liquid as cash. The Chesapeake and 
Ohio Railway Company first showed a classification of assets and lia- 
bilities as of June 30, 1897. Instead of using current assets, the term total 
working assets was used, but in the sense in which current assets is applied 
today. As of June 30, 1910, the Norfolk and Western Railroad Company 
also began to use the term working assets. 

An examination® of the annual corporate reports to stockholders on file 
at the Baker Library of the Harvard Graduate School of Business Admin- 
istration reveals that the following corporations, with the modifications 
described in the preceding paragraphs, first began to use the terms current 
assets and current liabilities in the fiscal years indicated: 


RCS VAV ADL AREAL OA aC Om pyr Sumner cis ee ce cee cieeens Wa eo chee Dec. 31, 1891 
New York, New Haven & Hartford Railroad Co................... June 30, 1893 
Chesapeake andeOhiopharl ways © obeee ace mo Alene Wana ean ae eee June 30, 1897 
New York Central & Hudson River Railroad Co.............-.-.-- June 30, 1898 
Baltimore and. Ohio: Railroad Company... ..5 6.0.6.6 0st ec ee eines June 30, 1899 
Cleveland, Cincinnati, Chicago and St. Louis Railway Cumann June 30, 1900 
Bangor and Nroostook IREMMPROAG! (COMM NA, Gu sococoogp nur hadeteese June 30, 1902 
imousachicmivalroads Ones weey separ ts oe feats os thetberces eucbouens June 30, 1902 
AIMeM Cann @aranc: HOoundnry. COMpPalye..t «ss « «sue serndccct mere cirew aie Apr. 30, 1903 
Allis“C@halmers) Manutacturing Companys7.... 4.028004.) sees: Apr. 30, 1904 
SolorsgdoswuelaaeironCorporationy... =... ee oe oe eee June 30, 1904 
iehighy@oal a Navigation Company... ..-2.....52+.25.!-8)-se--. Dec. 31, 1905 
NieaionalsmbeadeG@omp an yar ct, pace ctl 4 See Meee aN ane anion. ene Dec. 31, 1913 
Atchison, Topeka & Santa Fe Railway Co..........-.+.-++-+2+000:: June 30, 1915 
Na ionalwhnamelinoicsstanapin ga Conan ena. saa se eee] seer eae Dec. 30, 1916 
Wnitediotates#upberCompany ses sakes 1. ene ee a Dec. 31, 1917 
Meneralehlectrict Compan yan oer ere anki hetuncal aie cee Dec. 31, 1917 
NatiOnaleBiscuitsCompanvane. 14 date ee tee a cen Dec. 31, 1928 
SMeric ane Ob Acco; COMPANY. ye pao Es Tes once | tyes ae el earl Dec. 31, 1934 


From this enlightening tabulation, it is evident that the railroads were 
the first corporations to segregate assets and liabilities in order to present 
to those outside the active management a clearer picture of what might be 
called the current financial condition. The first eight corporations in this 
list, beginning with the Pennsylvania Railroad Company in 1891 and 
closely followed by the New York, New Haven & Hartford Railroad Co. 
in 1893, were rails. The first industrial in the list to adopt the change was 
the American Car and Foundry Company in 1903, followed by Allis- 
Chalmers Manufacturing Company in 1904. Of additional interest is the 
fact that such a well-known corporation as the National Biscuit Company 


6 This examination was carefully made for the author by Miss Ruth Crandall of the 
staff of the Baker Library. 
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Fortyfourth Annual Report, Pennsylvania Railroad Company. 


GENERAL ACCOUNT. 


By balance standing on the books of the Company for the con- 
struction of the railroad between on Sate and easel Sr 
including the original cost of the Philadelphia and Columbia 
Railroad (Sa07603 .43), and the propery of the Harrisburg, 
Portsmouth, Mt. Joy and Lancaster Railroad Company, 
represented by the guaranteed capital stock, and bon 
of said company ($1,882,550); also, the branches to Indiana, 
Hollidaysburg, and Morrison’s Cove; also, the branch to 
connect with the Pittsburgh, Virginia and Charleston 
Railway and branch at Tyrone; also, bridge over the 
Susquehanna River at Columbia, and branches from Colum- 
bia to York, and sundry other branches and extensions, 
including wharves and grain elevator, and cost of stations, 
warehouses, and shops, .. ...-.2.+-+50%6-- . 


By balance to debit of equipment of road, consisting of loco- 
motives, passenger cars, baggage, mail, and express cars, 
freight cars, and road cars, including shop machinery, steam- 
boats, and car-floats, and also including equipment of canal, 
consisting of schooners, barges, and tugs, ....... ‘ 

By cost of real estate and telegraph line,. ......-.-.-- 


Total amount charged to construction, equipment, and real es- 
tates Gen ipcte i tuhswemens a 08 6 omc tone me eee eet tote 
By Girard Life Insurance, Annuity, and Trust Company, trustee, 
special equipment account : 
Account Pennsylvania Railroad Company, .... . 
Account Pennsylvania Company, .....-... 
OTHER ASSETS. 
By cost of bonds of railroad corporations, ......... 
By cost of capital stocks of railroad corporations,. ..... 
By cost of bonds and stocks of other corporations, coal 
companies, canal companies, bridge companies, and invest- 
ments not otherwise enumerated,. .......-+.+.+..- 


1,610,000 00} 


$37,015,878 53]. - - 
66,982,746 26 


8,585,109 44 


Total cost of bonds and stocks, .........:-.:-. 

By eaneeee of Trust created by Pennsylvania Railroad Com- 
Panny; Octoberoth 87S. aes) tisk iol eivaiietic Min alerts 
By Pennsylvania Railroad consolidated mortgage, July rst, 1873, 
SINKIngIMUNG ch ee) steele) eee) airs) fe PO. G00 oO nhe a4 
Less bonds redeemed and cancelled, .... . tate Regt 2 


113,183,734 23 
4,065,694 86 


1,943,920 00 
565,162 86} 
10,000 00| 
50,250 OO|/2! 2 le = 


By freight balances due by other roads, account coal, A 
Byicommittecionninsurance’. eis ceases ot sialon comenced ohio als 


the lease of the works of that Company, ......... SRG wr G3 3,733,444 60]. 


Golo DUNS 931,921 37 


For the Pennsylvania Railroad, .....-+.-.+.-. 
For the United New Jersey Railroad and Canal,. . . wee ES AO eo Gallo o OF o a8 
For the Philadelphia and Erie Railroad, ........ 519,328 91] - 


By amount of bills and accounts receivable, and amounts due 
from other roads, including advances made to railroad cor- 
porations for construction, and purchase of equipment used 
on their lines, viz.:— 

United New Jersey Railroad and Canal construction, 
United New Jersey Railroad and Canal sinking fund and 
redemption account, 


2,237,780 Oo]. . . 


€ pas Mais sbrel Ace stir her eiem otter etaay x a 115,320 00 
United New Jersey Railroad and Canal real estate, . 185 238 56 
Philadelphia and Trenton Railroad construction, = 65,796 

Philadelphia and Trenton Railroad real estate, ..... 16,503 25| 


Other companies, . . . 


By cash, balance in hands of the Joint Stock Bank, London, and 

other parties, to pay coupons due in January, 1891, . . . . 
By cash, balance in hands of freight and passenger agents, &c. 
By cash, balance in hands of Treasurer,, ....... 


25,375,574 11 


$2,759,152 13]. . ° 
Seo 6,212,729 36]. . . 


8,971,881 49 


DURING YEAR 1890. 


359,972 SO 


529,470 23 


1,799,748 27] 


35323;000"291\. to noneLcetes 


1,424,379 60 


Less amount of decrease, .... 


$258,454,348 66] $12,961,276 87 
cose $50,687 25) 


Total amount of increase, . . 


E. & O. E. 
December 31st, 1890. 


i 


o/ePaiss te lo kabel! oiteus ae aliens : - | $12,410,589 62 
ROBT. W. SMITH, 


fool! 


Form 15. Asset side of the balance sheet of the Pennsylvania Railroad Company as of 
December 31, 1890. This is the last balance sheet of the Pennsylvania Railroad 


Company which gave no material segregation of the assets. 
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Forty-fifth Annual Report, Pennsylvania Railroad Company. 


Dr. GENERAL BALANCE SHEET. 


————— 


DURING YEAR 1891. 


INCREASE. DECREASE. 


ASSETs. 
Cost of road, including the cost of the Harrisburg, Portsmouth, 
Be Jes and Lancaster Railroad, represented by the guaran 


teed capital stock and bonds of said company, ($1,832,550.)| $49,326,681 74]... . . . .|* 5,002,263 78) 
Cost of real estate... 2.20.5. Fire iwh ca atiabictlag Mens ¥5,842:666 40h. 6. 6) “o.oo 130,994 54 
Cost of regular equipment, .......... $33,629,458 OG ie kare Es cS +. oc] (2,804,760 32 
Cost of trust equipment, covered by 4 per cent. 
Equipment Trust Gold Loan, Girard Life Insur- 
ance, Annuity and Trust Company, Trustee:— 
Account Penna. R. R. Co., . . $1,475,360 44 
Account Penna Co, ..... 1,610,000 00 
————_ 3,085,360 44)... 2... os sirens 10,360 44 
eal S074, 514).50 
$101,884,162 64 
SECURITIES. 
Cost of bonds of railroad corporations, . . . . . Cech. OL KiSbY ON CVE TA ia ase Cae 433,265 72 
Cost of capital stocks of railroad corporations, ....... 68,027) 735 534i reso en nite 1,038,989 08} 
Cost of bonds and stocks of other corporations, coal companies, 
canal companies, bridge companies, and investments no’ 
otherwise enumerated,.......... CS atk eh ORD 85528902 SI01l, a1 eseteasuu/ewell ls: .suuet/stieiast “s $56,207 25 
otalicostofubonds:andistocks; 1. \e)cuivlel oueicieues ciet|emememer ete 114,599,781 78) 
CuRRENT ASSETS. ' 
Advances to other roads for construction and other purposes = 
United New Jersey Railroad and Canal Co. construction, . $3,795,604 34 
United New Jersey Railroad and Canal Co. real estate,. .| 2,194,650 5s]... .. = - 138,350 15} 
United New Jersey Railroad and Canal Co. sinking fundand 
redemptioniaccognhe.. 26 5 ou he et ee ls Choro oll rm A 6 aONG 112,920 0} 
Philadelphia and Trenton Railroad Co. construction, . . . 1,299,478 09) 
Philadelphia and Trenton Railroad Co. real estate,. . . . $26,529 24)... a 6 oes 37,420 41 
Other Companies, ........ OeO0: 0 Ont to 0 ae Lee Oo le Sob co, S.bilioua oMGso aac 2,109,981 69 
4 23,554,282 98 
Matersalsion harids)., 6)5) ciusectle) (2: 0. Weed cackssseopaicy eee 4,314,050 20] 249,122 88 
Mortgages and ground-rents receivable, .........-/....... 31,450 00}. 18,800 00 
Balsaces with Supetintend dA 
alances with Superintendents and Agents,. .....-++- 2,989,295 25)... .. .- 230,143 12| 
In hands of London Joint Stock Bank and other parties to pa $5, 999:295 75 See 
coupons due January 1st and March 1st, 1892, 1;220;330 46) Sloane Ot 96,522 2 
Inthahdsiof Treasurer, . 20. ses es fe eee 2 ol cones pe eP 109) 552059| (sce <r ere 896,823 23] 
11,319,179 33 
M SCL ent oek d October gth, 1878, 3 
anagers of Trust created October oth, 1878, ...-..... 159,192 Ce Ae ¥ 12 
Pennsylvania Railroad Consolidated Mortgage $4,159,192 § 93,498 
Sinking Hand). (erecta  eusicetne he - «+ $4,040,680 
Less bonds redeemed and cancelled,. . . 1,771,980 
2,268;700"00} ia) ie) <1) 4c) fe 324,780 0! 
Srisuranceriundie 1. Siete megsee tomes: ols Tense acre sre gekcels 10,000 00] 
Appraised value of assets not disposed of, received with the| 
lease .of United New Jersey Railroad and Canal Company, . 
Sectirities rawctreptne ueleavetces weate See e337 30444 
Equipment, 152 s+ <1 + « CO ae OG 853,626 37| 
CERY Ke Cyl ceao. oc.5 olfo o> oc 6 5 78,295 00 
11,024,963 95 
Tele llin cua og f OkoloeoralG O Ono old GOL Google od bo pe $266,727,870 88] $11,351,091 90] $2,512,406 82 
essiamount.of/ decrease, ice ss ie lin ie eee el eiiie we ee 2s ie) sie doen <ilimes 512) 406452 
IATAOUNT OL NCTEASES Ts 5 aie cele loess natyeiiie, coi is) af at «) (elle ve. fe> 6! (ol forts oe «© « = s4| $9,938,685 08 


noth 


* Of this increase $3,069,213.91 represents the amount expended in previous years on the Trenton Cut-off, and now charged to your construction 
account, as noted on page 33. 


Form 15a. Asset side of the balance sheet of the Pennsylvania Railroad Company as 
of December 31, 1891. This is the first balance sheet of the Pennsylvania Railroad 


Company which gave a material segregation of the assets. 
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did not make the change until 1928, and the American Tobacco Company 
waited until 1934. This change was certainly made gradually. 

It was natural that the railroads should have taken the lead in evolving 
somewhat more comprehensive information for stockholders and in- 
vestors, as the railroads had obtained tremendous sums from the public 


= 


General Balance Sheet. 


Zpril 30, 1902. 


ASSETS. 


Cost of Properties, Plants, and 


Permanent Investments, $55,127,132.88 
Stocks and Bonds of other 

companies atcost, . . 3,086,050.00 
New Steel Car Plant, Detroit, 

Mich., 5 hs 5 


904,999.97 $59,118,182.85 
Materials on hand: 


Inventoried at cost or less, about 
75 per cent of which will be used 
on cars we have contracts to 
build. 


BAR IRON, PIG IRON anp 


MISCELLANEOUS SUPPLIES $9,248,281.20 


TIMBER AND LUMBER, 2,666,848.16 $11.915.129.36 
Accounts Receivable. 7,461,950.47 
Casb in Banks and on band, 1,571,457.93 


$80,066,720.61 


=f 


Form 16. Asset side of the balance sheet of the American Car and Foundry Company 
as of April 30, 1902. This is the last balance sheet of the American Car and Foundry 
Company which contained no classification of items as current assets. 


for construction and development purposes decades before industrial cor- 
porations obtained real public participation. On April 30, 1903, for exam- 
ple, when the first industrial in the list began to use subtotals for current 
assets and current liabilities, 116 railroads, 4 express companies, 15 street 
railways, 26 public utilities, and 64 industrials had their stocks listed on 
the New York Stock Exchange. There were more railroad companies with 
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stocks listed on the New York Stock Exchange at this time than all the 
other corporations together, and the industrials made up less than 28 per 
cent of the total.? 

Certain early classifications of current assets and liabilities were quite 
naive from the point of view of present-day accounting and financial 


General Balance Sheet. 


April 30, 1903. 


ASSETS. 


Cost of Properties, Plants, Etc., 
to April 30th, 1902, é - $55,127,132.88 


Less: Stocks of other Companies 
included in Stocks and Bonds 
below, . J . > 5 760,137.53 


: $54,366,995.35 
Add: For cost of steel car plants 
at Detroit, Mich., Berwick, Pa., 


and Huntington, W. Va., and 
additional Real Estate, . : 2,693,770.19 $57,060,765.54 


Current Assets: 


MATERIALS ON HAND, inven- 
toried at cost or less, about 
75% of which will be used on 
cars we have contracts to 
build, . é - $13,133,803.62 


ACCOUNTS RECEIVABLE, . 9,613,587.09 


STOCKS AND BONDS of other 
Companies, at cost or less, . 1,813,863.05 


CASH IN BANKS AND ON 
HAND, , 6 . 2,463,056.54  27,024,310.30 


$84,085,075.84 


Form 16a. Asset side of the balance sheet of the American Car and Foundry Company 
as of April 30, 1903. This is the first balance sheet of the American Car and Foundry 
Company to have a segregation of current assets. 


analysis. The Baltimore and Ohio Railroad Company, for example, in 
its June 30, 1899, balance sheet carried B & O Common Stock in Treasury 
at par $3,822,000 as a current asset; the Lehigh Coal & Navigation Com- 
pany in its December 31, 1905, balance sheet carried Prepaid Insurance 


7 Final bid-and-asked quotation sheets for Thursday, Apr. 30, 1903, New York 
Stock Exchange. : 
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BALANCE SHEET, 


APRIL 30TH, 1903. 


ASSETS. 
Real estate, buildings, plant machinery, good-will, etc.....-.-- opbosocag . $29,199,492 97 
Bill and accounts receivable. ..-......+.seeeeeceeceeees $2,475,578 81 
Stocks of merchandise, materials and work in progress (at 
(ort) Soo Goes OOo dao oe abe RES onG5 050005 000GG0 000 5,131,800 OO 
Gash eceeecce caer Bee Cn Re COD 1,628,009 45 9,235,388 26 
Total avec nvcreisieecs Ve oro eesie(e einielelerstereietelerere snes So 434soonEes 
LIABILITIES. 
Capital Stock: 
Preferred itccen wre oe SOs a oe eer $16,250,000 00 
Common avevsrecvetevarn is aieisevotetemetole Sei a tiorelieverse teve-orsate 20,000,000 OO 
—_——_—— _ $36,250,000 00 
Xccountsipayable serieretcttyaitevetereke eleraetr ie seve reais $1,079,670 66 
OV RG CONGR Geen ao odAacoabc OdROROGG HOGONODOSU 284,375 OO 
—— 1,364,045 66 
Surplus: 
Balance as at April 30, 1902. 25. ....+-.0ce0e tone $304,759 51 
Profits for periodlacliesefeleiatisiare +» $1,653,576 06 


Less: Dividends on Preferred Stock. 1,137,500 00 


516,076 06 
820,835 57 
Totalones core Bhd 2a leralete, siete Sietare eleva al ke uae $38,434,881 23 
STATEMENT OF PROFITS 
For the Fiscal Year ending April 30, 1903. 
Net profits, after deducting all expenses of manufacture and selling, and 
after making full provision for depreciation of buildings, plant and 
machinery.and for possible! bad debts. <1. -tateis ersiover-ielelasleiete vereielatevere $1,653,576 06 
Deduct—Dividends declared on Preferred Stock: 
No. 53) ogre, payable Ausustel; 190026). llacile ne sles $284,375 00 
No. 6. 134% payable November I, 1902............ 284,375 00 
No 7. 134% payable February 2, 1903............. 284,375 00 
Nos: 134% payable May 3) 1903). 2100. -- «20-216 284,375 00 
SS => 1,137,500 00 
Balance—Surplus carried to Balance Sheet.......-....sececeseeueeuce $516,076 06 


* Paid May 1, 1903. 


Form 17. Balance sheet and “statement of profits” of the Allis-Chalmers Manufactur- 
ing Company as of April 30, 1903. This is the last balance sheet of the Allis-Chalmers 
Manufacturing Company which gave no material segregation of the assets. 
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ALLIS-CHALMERS COMPANY. 
OFFICE OF THE COMPTROLLER, 


CHICAGO, ILL., JUNE 1, 1904. 
BENJAMIN H. WARREN, EsQ., 


President, Allis-Chalmers Company : 


Herewith are submitted the Balance Sheet and the Profit and Loss Account of this 
Company on April 30, 1904, with statements showing the net profits for the fiscal year ending 
that date, and the provisions made for all known contingencies that may result in losses upon 
business carried over into the new year, but exclusive of the results of the business of the 
Bullock Electric Manufacturing Company, recently acquired. 

Messrs. Jones, Cacsar & Co., Chartered Accountants, have made quarterly examinations 
of the accounts of the Company, and have reported thereon regularly to the Board of Directors 
during the year. 


IS ESIC JAIN, Sieha jaye, 
APRIL 30, 1904. 


ASSETS. 
CAPITAL ASSETS: 
Real estate, buildings, plant, machinery, good-will, etc.........-...+ $30,246,084 59 
CURRENT ASSETS: 
Bills and accounts receivable.......-.++..--se-e0-- $3,437,519 95 


Stocks of merchandise, material and work in process 

(less payments on account) at factory cost, not 
exceeding present market values............. 2,914,878 42 

The Bullock Electric Manufacturing Company of Ohio 

for working capital, and an interest in the Allis- 
Chalmers-Bullock Limited, of Canada......... fs 463,000 00 
GashitmyerterersvesleleressVcrelsieverleste otaleressislesicleiisiaile sis/she 1,060,113 11 
————_—— 7,875,511 48 


$38,121,596 07 


LIABILITIES, 
CAPITAL LIABILITIES: 


Preferred Stock........ Saar Dyn ral acys vei Ghote s(aio/aieeere $16,150,000 00 
Dividends at the rate of 72¢ per annum cumu- 
lative from February 1, 1904..........- . 

Gomimonrotocktaerecieioiclletostlerestmine eetetcrsinicievcts ale 19,820,000 00 


$35,970,000 00 
CURRENT LIABILITIES: 


INES PES ooo cannon oon noosa oacdceaQuNC $1,014,395 75 
Mortgage on Norwood Foundry, due March 22, 1905 34,000 00 
— 1,048,395 75 
FuNDs: 
Depreciation Reservesierers stet-ewjsista lie «oper sls ierel= elele e olelelsfoinvel sla steye ote 478,364 75 
SURBUUBS bec nooo soso nod geboon orl OUBOOD DOO Cad as JugGdos SOO CNb dos 624,835 57 


$38,121,596 07 


Form 17a. Balance sheet of the Allis-Chalmers Manufacturing Company as of April 30, 
1904. This is the first balance sheet of the Allis-Chalmers Manufacturing Company to 
include the terms current assets and current liabilities. 
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$19,475.80 as current; the Colorado Fuel & Iron Corporation in its June 
30, 1904, balance sheet carried Advance Royalties $49,834.01 as current; 
and the National Enameling & Stamping Company in its December 31, 
1916, balance sheet carried Investments: Refunding First Mortgage Bonds 
of the Company at Cost and Accrued Interest to date $148,721.25 as current 
Today not one of these items would be considered a current asset by a 
qualified analyst or an experienced accountant. 

Many of the balance sheets issued by corporations in the years immedi- 
ately preceding the financial statements that first showed captions of current 
assets and current liabilities were quite abbreviated. The balance sheet of 
the Allis-Chalmers Manufacturing Company as of April 30, 1903, con- 
tained only four asset and seven liability items. Moreover, the very first 
item was the all-inclusive one of Real estate, buildings, plant machinery, 
good will, etc., $29,199,492.97. The values at which “good will” and “etc.” 
were carried in this total figure would be essential in any modest attempt 
to analyze the figures. 

The financial statements of the railroads were in far greater detail and 
gave a more enlightening picture of their financial condition than did 
those of the industrial corporations. In the preparation of many of the 
early financial statements of industrial corporations, unusual efforts seem 
to have been expended to make it absolutely impossible for an analyst, no 
matter how skilled or experienced he might be, to understand and to inter- 
pret particular items. This was long before the days of the Securities and 
Exchange Commission. The December 31, 1917, balance sheet of the 
United States Rubber Company and Subsidiaries, for example, carried a 
picturesque item, Securzties, including Liberty Bonds, and stock of the U.S. 
Rubber Co., held by Subsidiary Companies $7,937,920.06. What a perfect 
mystery! 

Several of the early balance sheets contained classifications of asset 
items but none of liabilities. The Mergenthaler Linotype Company as of 
October 1, 1909, used the term current assets. The liabilities, however, con- 
sisted of five separate and distinct items with no subtotals. The balance 
sheet of the Diamond Match Co., as of December 31, 1910, similarly 
carried a subtotal for current assets but none for current liabilities. 

By 1915 the value of classifying items as current assets and current 
liabilities was well established in credit circles, with both banking insti- 
tutions and mercantile enterprises. Of the four financial statement forms 
prepared by the Federal Reserve Bank of New York in 1915 for the use 
of member banks, three—the forms for corporations, firms, and business 
proprietorships—had subtotals for quick assets* and current liabilities. 


8 The term quick assets was used in these early balance sheets with the connotation 
of present-day current assets. As explained on p. 179, the term quick assets has now 
come more specifically to mean cash, readily marketable securities, and receivables. 
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Accounting Firms 


For the first edition of this volume, the author made a survey among 25 
of the older firms of public accountants, practically all of which had been 
active prior to 1900, to ascertain when they began to use these two terms 
of current assets and current liabilities in their practices. Most of the firms 
had no records showing when they first began to use these classifications 
in drawing up balance sheets. The following six firms, however, were able 
to name the approximate dates given below as the time when they first 
began to utilize subtotals for current assets and current liabilities in their 
accounting practice: 


Haskinsidasells) ©. pesen ereres ted Aisa. ote nee 1898 
IROgsonmmueloubetaws COmpuse ham rt sori ceeny cio 1905 
Peat. Manwiek se VutchelliecCorr acs e cence 1906 
INilestdNalesereeen wae ett re ce oe Oe ee eee 1907 
eshewBankerdés'Companyin a piers snide oss ones 1910 
ea Weloatrentznc2© 0 neeebaar tras. hos eek. Before 1914 


One accountant who had had many years of experience, became inter- 
ested in the evolution of these classifications and searched the available 
records of his own firm. Subsequently, he unfolded the following interest- 
ing story: “ . . . About the turn of the century, we sometimes used the 
classification of current assets, but with a separate classification of current 
working assets, the latter including inventories, generally the major item, 
deferred charges, stores, and the like. In or about 1906 the classification 
evolved into ‘current and working assets,’ the descriptive term for what 
is now simply ‘current assets.’ Two or three years later we find ‘current 
assets’ and ‘current liabilities’ but ‘current and working’ was still good 
verbal mintage, and, as I recall it, the subject of intermittent informal 
discussion. The decline and fall of the description ‘working assets’ either 
as a separate term, or as a constituent of ‘current and working’ dates, I 
would say, from 1915 or thereabouts.” Here is a general confirmation of 
the practice that seems to have been especially used by the railroads. 

This episode in accounting evolution was supplemented by a second 
well-known accountant: ‘I recall,” he wrote, ‘‘that when I entered the 
employ of my firm about 1914 [I noticed] in reviewing some of the old re-~ 
ports that the practice did not seem to be consistent. In some cases, cur- 
rent assets and liabilities were shown separately on the report and in other 
instances they were not. In the cases where they were not shown, it may 
be that the accountant in charge was not sure that he could classify some 
of the items under current assets because they were what under present- 
day practice [1945] would be termed borderline cases. However, I do recall 
that about 1915 or 1916, while I was in the Richmond office of our com- 
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pany, our firm issued a form of balance sheet, profit and loss, and surplus 
statements, which contained approximately present-day classifications. 
These were issued with instructions to all offices that in the future, finan- 
cial statements prepared by our firm must whenever possible show similar 
classifications. This form, of course, did require that sub-totals be shown 
for the figures of current assets and current liabilities.” 


Credit and Investment Services 


In March, 1915, the Standard Statistics Service, Inc., now known as 
Standard & Poor’s Corporation, broke away from an established tradition 
in the investment field and determined the net working capital on its card 
report on the United States Steel Corporation. This figure represented the 
difference between current assets and current liabilities and so was predi- 
cated upon the computation of one figure for current assets and of another 
for current liabilities. Card reports on all other important industrial 
corporations whose securities were held extensively by the public in 
1922 were gradually modified to include the amount of net working 
capital. 

In 1919 the Bank Service Department of the National Credit Office, 
Inc., was organized to investigate, analyze, and edit specialized credit re- 
ports on all concerns selling their commercial paper in the open market. 
These reports from their very inception contained a uniform, independent 
classification of balance sheet items that included current assets and cur- 
rent liabilities and the computation of the current ratio. 

In 1922, Moody’s Investors Service, Inc., a subsidiary of Dun & Brad- 
street, Inc., since 1962, began to show under the balance sheets of large 
corporations, printed in its industrial manuals, footnotes giving the net 
working capital. Two years later, this practice was extended to the bal- 
ance sheets of smaller industrial corporations. In 1925, the items in each 
balance sheet that were classified as current assets and current liabilities 
were set in italic. Here was a gradual realization of the importance of 
these two classifications from the point of view of the investor. 

In 1927, The Mercantile Agency prepared its first statement blank 
which gave a classification of items and subtotals for current assets and 
current liabilities. It was not until 1930, however, that arrangements were 
made to compute and quote current assets and current liabilities in all 
credit reports, whether balance sheets were received on the stationery of 
the concern, or the accountant’s own paper, in an annual corporate report 
to stockholders, or on the statement blank of The Mercantile Agency. 
In 1931 the ratio of current assets to current liabilities was computed on 
the larger commercial and industrial business enterprises in all parts of the 
country and included in the credit reports on these enterprises. 
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Evolution in the Use of Current Ratio 


The use of the ratio of current assets to current liabilities by analysts has 
gone from one extreme to the other; it is now comfortably between the 
two. In the early days of this century, when analysts began their experi- 
mentations in the interpretation of balance sheets, this ratio, as already 
explained, was the only one in use and so was employed extensively. It 
was and is of considerable value. The ratio would hardly have been 
adopted so extensively as a standard if ordinary experience had not indi- 
cated its practical significance. 

As other comparisons came into existence, the feeling developed widely 
that the current ratio is after all a generality, that no one ratio, no one 
comparison can possibly give a clear picture of the inherent soundness or 
weakness of a balance sheet. Other ratios came to have vital significance. 
Kach ratio in turn tells its own story, and each ratio in conjunction with 
some other ratio and other facts then tells a supplemental story. At this 
intermediate stage in the evolution of analysis, the current ratio received 
less consideration, and other more specific ratios increased attention. 

Now we are between these two extremes. The current ratio is valuable, 
particularly as an indication of the ability of a concern to meet its current 
obligations, but the fact must be kept in mind that, after all, it is only one 
ratio, and a generality at that. It does, however, give an indication of a 
condition that is timely and valuable. We shall find examples in other 
chapters of balance sheets which are strained but where the current ratio 
is above ‘‘two for one’’; we shall find cases where this ratio is somewhat 
less than “‘two for one” but still the balance sheet is in healthy shape. 

The current ratio is the reflection of a static condition, of a relationship 
on one date between two variables. This fact must constantly be kept in 
mind. A fundamental analysis is concerned more with understanding and 
interpreting the inherent financial condition of a business enterprise than 
its condition at a particular date. The current ratio changes daily as a con- 
cern enters its busy season, purchases merchandise, increases its inven- 
tory, sells its merchandise, expands its receivables, collects its receivables, 
increases its cash, pays down its liabilities, and finally reduces its cash to 
the low point of the season. The efficient management forecasts the cur- 
rent ratio of its business 1, 2, 3, and 6 months in the normal operations of 
its budgetary controls. It is often expedient for the outside analyst to do 
the same as the seasons roll around, and this can be accomplished if the 
knowledge of the seasons of a particular concern and the amount of its 
maximum liabilities during the previous fiscal year are obtained. This 
information is gradually becoming widely recognized as essential for the 
analyst. In recent years it has been requested on more and more balance 
sheet blanks. 
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ILLUSTRATIONS OF RELATIONSHIPS 


The forceful manner in which the ratio of current assets to current lia- 
bilities exemplifies a changed financial condition is readily apparent from 
the following comparison: 


Year B Year A 
Current Assets................... $600,000 $1, 200 ,000 
Currenteliabilitiesss.eee eee 200 , 000 800,000 
INetaWiorking) Capitals ere $400 ,000 $ 400,000 
Current; Ration. - oe eee ee 3.00 1.50 


In year B with current assets of $600,000 and current liabilities of 
$200,000, the net working capital amounts to the difference between the 
two figures, or $400,000, and the current ratio is 3.00. During year A, 
operations were conducted on a break-even basis, but the inventory was 
increased by $600,000. The current liabilities expanded the same amount, 
representing the purchase price of the increase in inventory. The current 
assets now total $1,200,000 and the current liabilities $800,000. The net 
working capital remains stationary at $400,000, but the current ratio be- 
comes 1.50. 

A changed condition similar to that which took place between year 
B and year A often happens during a period of rising prices. Now suppose 
the current assets, mostly inventory, shrank one-third in value as prices 
dropped, after the close of both year B and year A. The current assets in 
year B’ and in year A’ would be respectively $400,000 and $800,000. There 
would be no change in the current liabilities. The comparison of the cur- 
rent condition under these circumstances in both years would then be as 
follows: 


Year B’ Year A’ 
CurrenteAssetes. soe Gre ere te $400 ,000 $800 , 000 
Current Liabilities.................. 200,000 800,000 
Net Working Capital............... $200,000 Dic deteuteahs 
Current eka tlOuy tse hae eee ae 2.00 1.00 


Notwithstanding this shrinkage in values, the figures for year B’ would 
disclose a net working capital of $200,000 and a ratio of current assets to 
current liabilities of 2.00. Here is a fairly satisfactory current financial 
condition. The one-third shrinkage in year A’, however, decreases the 
current assets from $1,200,000 to $800,000, an amount which is now just 
equal to the current liabilities. The net working capital is wiped out, and 
the ratio of current assets to current liabilities becomes 1.00. As a result 
of the smaller liabilities, the concern is much less vulnerable to such a 
situation in year B than in year A. 
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In the computation of the current ratio the analyst must always include 
any contingent liability for notes receivable discounted that have been 
omitted from the balance sheet. Otherwise, the ratio will be determined on 
figures of apparent current assets and current liabilities, neither of which 
will be accurate, and the resulting current ratio will be incorrect and 
misleading. If the contingent liability for notes receivable discounted is 
$100,000, then this sum should be added to the receivables prior to the 
computation of the current assets and the same amount included as Notes 
Discounted in the current liabilities. The current ratio determined from 
these adjusted totals will be accurate. 


Commercial Printer 


The Commercial Printing Corporation was incorporated in 1934 with an 
authorized and paid-in capital of $36,000, all common stock, to carry on a 
general jobbing and commercial printing business. In 1945 the authorized 
capital was increased to $75,000, all 5 per cent cumulative preferred stock, 
and to 100 shares of common stock of no par value but carried on the books 
at $1 per share. The business was organized and continuously operated 
by three men, all of whom had had extensive previous experience in the 
printing business, two as production men and one as a salesman. The 
fiscal balance sheet as of year A disclosed a paid-in capital of $62,550 five 
per cent cumulative preferred stock, $100 common stock, and a deficit in 
the retained earnings of $5,082. 

The concern is located in Philadelphia. its plant is equipped with six 
two-color presses—two Harris, two Major, two Miehle—and six single- 
color presses—two Major, two Miehle, and two Simplex. The greater por- 
tion of the annual net sales consists of the printing of catalogues of the 
better grade. Printing is handled on terms of 30 days net for about 125 
concerns, all located within a radius of 100 miles of Philadelphia. Com- 
parative figures for the past three fiscal years appear in Schedule 11. 

Up to year C, retained earnings of $11,914 had been accumulated. Of 
this sum $2,268 had been earned during year C. For year B, a net loss of 
$8,382 was sustained, and in year A, an additional net loss of $8,614 was 
taken. As a result of these unfavorable operating results, a deficit of $5,082 
was created in the retained earnings account by the end of year A, and 
the tangible net worth decreased from $74,564 in year C to $57,568 in 
year A, or 22.8 per cent. 

The fiscal figures for year C disclose a first mortgage on the real estate 
and buildings of $16,457. By year B, the mortgage had been reduced to 
$12,000, and during year A, 1 month before the close of the fiscal year, the 
entire $12,000 had been paid. In year D, two new printing presses had 
been purchased at a cost of $28,000, of which $6,000 had been paid in cash 
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[Schedule 11] CoMMERCIAL PRINTING CORPORATION 
Comparative Figures for Years Ended December 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
LOE ies so co en Od Cane ern cin Oke on $ 17,111 $ 16,409 $ 5,319 
Accounts Receivable................. 24,702 28,511 40,811 
INVentoryse ote res eee 5,651 7,635 5,165 
Curr ents ASSeLSmrrr tA. Caer Tors $ 47,464 $ 52,555 $ 51,295 
IBixedsAissets\e Netecee-nsccve cas etnteentes 72,560 74,924 64,170 
Miscellaneous Receivables............ 5,715 1,566 820 
iErepaidslnsurances ere eee 743 113 786 
SUNUryeinN vestments sa. iea eee ree 280 280 280 
POLAT NE Ve os ere eee $126, 762 $129 , 438 $117,351 
LIABILITIES 
NotessEayabletorBank -5 eee ec. cee $ 6,500 $ 6,000 
Notes Payable for Presses............ $ 17,400 8,874 8,260 
Accounts Payable.cws..cem rte etre 8,218 12,251 18,744 
INGAAS ahechS Puechoe ohana Omer n ces tees toe 5,099 7,037 5,830 
DueEtonOfti Cersane, cc crea ee ne 5,024 16,594 20 , 949 
COREE LGA MIS 6 Ob6 bebo db aeons $ 35,731 $ 51,256 $ 59,783 
inst’ Mortgages, lite, faa ee 16,457 12 0OOnY Lene ren 
OLA ADU Test Pee Ae ee oe $ 52,198 $ 63,256 $ 59,783 
5% Cumulative Preferred Stock....... 62,550 62, 550 62, 550 
CommoniStock- BNO. Lal nner 100 100 100 
Retainedebarningsat. seer re 11,914 53, (D)6, 082 
TOTAT Rae Crk. Uso shies kent Shee Ree $126, 762 $129 , 438 $117,351 
INCUMVOTKINGICG pital ae er eee $ 11,723 $ 1,299 $(D)8, 488 
Cir ent Ratio tn ate ee. ee | BY 1.02 0.86 
AGT INE INGEN Y CH Oe oxnna yd lion 0 bso + $ 74,564 $ 66,182 $ 57,568 
INetiSales tts sees footy, ask ho i $138, 645 $118,127 $104,934 
NetPro fife: Os rie Sons, acon « 2,268 (L)8, 382 (L)8,614 
DIVIGENAS a RENEE ARAM rere ace None None None 


and the balance in installment notes, secured by a chattel mortgage, to 
be paid in full over a period of 18 months, quite a customary method of 
financing the purchase of presses. By year C, this particular debt had been 
reduced to $17,400. In year B, it became impossible to meet the install- 
ments as they fell due, so part of the notes were renewed. The balance 
sheet at the end of year A showed $8,260 still due on the purchase price 
of these presses. 
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The effect on the current ratio of operating losses and the liquidation 
of the first mortgage is directly shown in the comparison of the current 
assets with the current liabilities for these 3 years. 


Year C Year B Year A 


UTRCIUPASSCLS Sere eae ee eae ie fom ee $47 , 464 $52, 555 $51,295 
@urrenteliabilities#em ce. eee bee oe ee ts 35,741 51, 256 59,783 
Ratio of Current Assets to Current Liabilities. ... 1232 NEO? 0.86 


Between year C and year A, the current assets increased moderately 
from $47,464 to $51,295. The cash went down while the receivables in- 
creased materially. At the same time, the current liabilities expanded 
from $35,741 in year C to $51,256 in year B, and then in year A to $59,783, 
an aggregate increase of 67 per cent. This steady increase in the current 
liabilities was due to the cumulative net losses from operations and from 
the liquidation out of current funds of the first mortgage which had been 
carried as a deferred debt in the balance sheets of year C and year B. For 
year A, current liabilities were in excess of current assets. 

The net working capital amounted to $11,723 in year C, a compara- 
tively moderate amount for a printing establishment of this size. In year 
B the net working capital had dropped to $1,299, and by year A, a deficit 
in net working capital to the extent of $8,488 had been created. 

Between year C and year B the current ratio dropped from 1.32 to 1.02; 
in year A the drop continued to 0.86. Not only was each of these ratios 
low but the trend was steadily downward, an unfavorable feature that 
should never be overlooked. These relationships obviously were out of 
line. A comparison with the average ratio of current assets to current 
liabilities for job printers for the 5-year period given on page 202 will 
verify this conclusion, the 5-year average current ratio for this line of 
business activity being 2.42. 

Condensed Analysis. The comparative figures of the Commercial Print- 
ing Corporation reflect a chaotic condition. The net sales were lower for 
each succeeding year shown in Schedule 11; both the tangible net worth 
and the net working capital dropped steadily; the current liabilities were 
consistently heavy; the concern had had to request successive renewals on 
the notes given in year D for the payment of printing presses; the fixed 
assets were excessive; and the accounts receivable appeared to be heavy. 
The outlook of this business was about as rosy as the prospects of the sub- 
marine that broke through the surface of the ocean only to find a forma- 
tion of enemy bombers directly overhead. 

Of all these unfavorable characteristics, the one that was most immedi- 
ately obvious was the heavy liabilities in relation to the current assets and 
the consequently low current ratio on each statement date. Second only 
to the heavy liabilities were the excessive fixed assets. The figures disclosed 
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a net depreciated value of fixed assets which amounted to 97.3 per cent of 
the tangible net worth as of year C, and 113.2 per cent as of year A. As will 
be shown in Chap. X, rarely can a commercial or industrial concern oper- 
ate successfully with such relationships. A basic error in management 
judgment had been made in some year prior to year C. As net profits were 
earned, they were immediately reinvested in real estate, buildings, and 
more presses. No adequate margin of net working capital had been main- 
tained, an oversight of primary financial importance in a business world 
based upon competition and the profit motive. 

Moreover, as the net sales decreased, the accounts receivable increased. 
Here was an anomaly. Something was rotten in Denmark. As will be ex- 
plained in Chap. XIII, the receivables undoubtedly contained more than 
a reasonable proportion of uncollectible accounts. 


Manufacturer of Furniture 


The second example illustrative of an unbalanced condition between the 
current assets and the current liabilities is a manufacturer of furniture 
located in the furniture district of North Carolina. The Period Furniture 
Co., Inc., was incorporated in 1936 with an authorized capital of $140,000, 
of which $20,000 was immediately paid in, all common stock. The out- 
standing capital has remained unchanged from the inception of the busi- 
ness. The organizer, who was also the principal stockholder, died two 
years ago, and since that time the control and active management have 
rested in the hands of his one son. 

This concern manufactures period furniture, including living-room, 
bedroom, dining-room, and kitchen suites. Pieces of occasional furniture 
are also manufactured, but in a small way. Sales are made only to retail 
furniture and department stores east of the Mississippi River, and on the 
customary terms of the furniture trade of 2 per cent discount in 30 days, 
net 60 days. Comparative figures for the past three fiscal years appear in 
Schedule 12. 

Operations of the Period Furniture Co., Inc., have been conducted with 
some success. The net sales increased each year over this 3-year period, 
expanding from $289,622 in year C to $312,542 in year A. Quite a satis- 
factory net profit of $13,418 was recorded in year C, somewhat smaller but 
fairly satisfactory net profits of $6,700 in year B, and then very handsome 
net profits of $25,378 in year A. Dividends were paid only in year B, and 
then for the moderate sum of $3,000. By the time year A had ended, the 
financial condition was such that the entire net profits for the year were 
needed in the business to support the extended financial condition. 

Between year C and year A, the tangible net worth expanded from 
$72,358 to $101,436. Of this increase, the greater part, or $25,378, was 
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PERIOD FURNITURE Co., INc. [Schedule 12] 


Comparative Figures for Years Ended December 31, 19— 
—————— ae ee es ae Se eee 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
OPEL: oy Oe ne oe $ 16,891 $ 15,568 $ 15,542 
Accounts Receivable.................. 12,603 Lz One, 15,940 
PEN ENUOL Veer tr ht te he ee ee 76,009 84,876 133, 489 
IE LCNURASSELS MM SME en er en ens $105, 503 $113,356 $164,971 
Fixed Assets, Net.....:............-. 21,042 24,004 26 , 948 
Leasehold Improvements.............. 7,090 6,821 7,982 
Miscellaneous Receivables............. 1,026 239 23,329 
ErepAalaelxpenses \ar neice. neler Ni. 2,151 1,261 
Tee teed arse As or tk $134, 661 $153, 567 $224, 487 
LIABILITIES 

Notes Payable to Bank............... CSeeRtS $ 20,000 $ 35,000 
POM CRCOROMICETS OE ta Cie na ee Skee ee ten, BI, 5,992 10,240 
Accounts: Payvablegrstwies) aia aes ' 45,083 28, 642 52,022 
ANGERS 6 oS Ob el On Ole oe ae nee eee 9,794 11,169 5,967 
ELESCEVCMON LAKES. occa eu cee 7,426 2,640 9, 220 
Pustomensmeposits.ss teen else ea ae 9,066 10, 602 
Winenuaviliiies inns toe tee act $ 62,303 $ 77,509 $123,051 
PB OMINO ME SCO CK ae eee tes oracere ees bs gle ees 20,000 20,000 20,000 
RIaCRCGsSULDLUSierre. = oat oes en te 52,358 56,058 81,436 
AIRES DY; Oy, 2 specif te ae Ba ele re $134,661 $153, 567 $224 , 487 
NictaWionking Capitals. )...ac se aaae ces $ 43,200 $ 35,847 $ 41,920 
CURE TLTIIOR 6 hcg che oe ee ee 1.70 1.46 1.34 
Mianguble Nets Orth... 0.) sascha as see $ 72,358 $ 76,058 $101,486 
oy te i eee $289 , 622 $292,976 $312, 542 
NGG ERG a ee eee 13,418 6,700 25,378 


IDRC ENG is 4S Sas ee Saleen aA eee None 3,000 None 


earned in year A. As far as the expanding annual net sales, the net profits, 
and the growing tangible net worth are concerned, the comparative figures 
make an attractive showing. Now, however, let us turn to the current 
condition and to the ratio: 


Year C Year B Year A 
OUNCE PASSE LS Ie cL ta ent tes ary ted a: uo San $105, 503 $113 , 356 $164,971 
Cunrenteliiabilitlestnes tty rae ey eee 62,303 77,509 123,051 
Ratio of Current Assets to Current Liabilities. 1.70 1.46 1.34 


During the 2 years ending year A, the current assets increased from 
$105,503 to $164,971, or 56.3 per cent. Practically all this increase was 
represented by heavier inventories, which were carried at $76,009 in year 
C and at $133,489 in year A. Of the net profits earned in year B and in 
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year A, $29,078 had been retained in the business. Now, if we look at the 
slow assets, that is, the fixed assets, leasehold improvements, miscellane- 
ous receivables, and prepaid expenses, in the comparative figures in 
Schedule 12, we shall see that the total of these items increased $30,358 
during the 2-year period. In other words, the retained profits were not 
quite sufficient to offset the enlarged slow assets, so that greater current 
liabilities, of necessity, had to be incurred to carry the increased current 
assets. This is exactly what happened. The current liabilities amounted 
to $62,303 in year C. These liabilities increased to $77,509 in year B, and 
to $123,051 in year A. The result was a steady drop in the current ratio 
from 1.70 to 1.46 to 1.34. 

That the current ratio for each of the 3 years was low, and the ratio of 
1.34 for year A exceptionally low, may be confirmed in Schedule 14, on 
page 202, which shows the typical ratio for the furniture manufacturing 
industry. The 5-year average of the ratio of current assets to current 
liabilities for manufacturers of furniture is 2.69. 

Condensed Analysis. Here is a situation where net profits have been 
high but where, at the same time, affairs have become gradually more 
and more out of line with increasing current liabilities, insufficient net 
working capital, and a steadily decreasing current ratio. The liabilities 
have become heavy with the greater expansion in the inventory. On each 
of the last two balance sheets the increase in inventory was substantial. 
For a manufacturer of this size and with annual net sales in the neighbor- 
hood of $300,000, the inventory on the fiscal date® should be between 
$40,000 and $50,000. If the inventory could have been reduced from 
$133,489 to this figure, funds would immediately have been freed to 
reduce the current liabilities a corresponding amount, which would have 
brought the debt into line with the current assets and resulted in an 
attractive current ratio. 

Second, the item of miscellaneous receivables increased steadily from 
$1,026 to $7,235 to $23,325 over the 3-year spread. At this last figure, 
the amount was obviously excessive. Profits had been lent to the officers, 
who had used the funds in outside ventures. This money should be imme- 
diately collected. If collected, the current assets and the net working capi- 
tal would both expand a corresponding amount and the current ratio 
would improve accordingly. All other items appear to be in normal 
proportions. 


Manufacturer of Paints and Varnishes 


The Paint & Varnish Mfg. Co., Inc., was incorporated in 1892 with a 
paid-in capital of $50,000 to manufacture a full line of paints, varnishes, 


$ Inventory and current liabilities of a manufacturer of furniture are normally at 
low points in November or December. See p. 215. 
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enamels, and related products. From this relatively small start, the busi- 
ness expanded over a period of years and on December 30, 19—, had a 
tangible net worth in the neighborhood of $2,125,000. Earnings retained 
in the business during the immediately preceding years had been put into 
fixed assets and into greatly increased inventories. Subsequently, prices 
of paints, varnishes, and enamels had sustained a rapid and material drop, 
necessitating drastic adjustments in the value of the inventory and write- 
offs on the receivables. By year A the tangible net worth had been reduced 
to $413,505, a shrinkage of over 80 per cent from the peak a few years 
earlier. The comparative figures in Schedule 13 show this condition. 

Every trend in these comparative figures is unfavorable. The net sales 
went down steadily from $610,287 in year C to $357,262 in year A. Net 
losses were assumed each year. The loss amounted to $46,541 for year C 
and was climaxed with a loss of $255,514 in year A. As a result of these 
steady losses, the tangible net worth reached a low point of $413,505 in 
year A, and the net working capital, which amounted to $190,730 in year 
C, was changed into a deficit of $12,993. 

In year C the unbalanced financial condition was recognized by the 
lending officer of the depository bank. The $30,000 due to this bank could 
not be repaid and the bank officer handling the account refused to extend 
additional credit. In this predicament, arrangements were made to borrow 
funds from a finance company secured by the pledge of receivables. The 
amount of these secured borrowings fluctuated on each of the three bal- 
ance sheet dates, increasing to $200,606 in year B and decreasing to 
$122,031 in year A. Funds were made available in this manner to meet 
part of the current obligations, but the trend continued downward. In an 
attempt to stem the outward tide, three of the larger merchandise credi- 
tors at this stage accepted a series of non-interest-bearing notes due in 5 
years. In year B, these notes aggregated $112,000 and by year A had been 
reduced nominally to $108,000. This downward trend is clearly evident 
in the comparative condition: 


Year C Year B Year A 
CUELCTIGPASSELS etace tite ci hex poe cke Rie ees $573 , 402 $529 , 036 $354, 626 
Currenteliia bilitiesssey ere sees eno os ee ee 382,672 479, 820 367,619 
Ratio of Current Assets to Current Liabilities. 1.49 1.10 0.96 


The current assets decreased from $573,402 to $529,036 between year 
C and year B. Between year B and year A, the current assets now took 
a substantial drop of 33 per cent, from $529,036 to $354,626. From year 
C to year B the current liabilities increased from $382,672 to $479,820. 
If the three merchandise creditors had not agreed to take the deferred 
non-interest-bearing notes of $112,000 for their debts in year B, the current 
liabilities would have been that much larger. In year A, when the net loss 
amounted to $255,514, the current liabilities decreased along with the 
current assets, but not in the same proportion. As a result the net working 
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capital of $49,216 in year B was turned into the deficit net working capital 
of $12,993 in year A. 

This trend is epitomized in the ratio of current assets to current lia- 
bilities which decreased from 1.49 to 1.10 between year C and year B, 
and then to 0.96 in year A. The figures of this corporation in year A indi- 
cate an approaching collapse in the near future. 


(Schedule 13] Paint & VarnisH Mra. Co., Inc. 
Comparative Figures for Years Ended December 31, 19— 
(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
Cash Sat eee seat te $ 26,834 $ 12,390 $ 5, 862 
INotes#Receivable: sya.4sc68e oe. 16,052 50,399 223g 
Accounts Receivable............ 225,261 182,205 124,382 
[TV CNLON Vee or eis ise Woke steer 305, 255 284,042 202 ,065 
Carr ent eA SSeLSin ar ape ee $ 573,402 $ 529,036 $ 354,626 
Hixed Assets wNetiers. ere wane 526 , 425 514,612 490,748 
TN VEStIMen tse, owes och ance 45,434 45,434 8,004 
Miscellaneous Receivables....... 39,191 51,324 Soe 
Prepaid and Deferred... Te 89 , 782 111,499 27,362 
Supplies. . etre Coa iy 8,934 5,012 
Tora, Fre ae SOR Pn OCS 3, 274, 234 $1, 260, 839 $ 889,124 
LIABILITIES 

Notes Payable to Bank......... $ 30,000 $ 30,000 $ 30,000 
Loans from Stockholders........ 16,423 4,394 34,026 
Trade Acceptances............. 3,546 9,140 172, la) 
Accounts baa plese st oaicic oe 94,321 160, 206 84,032 
ACCLUAIS Hee ee eee ee 45,702 Tb Ade: 85,007 
Advances from Finance Company 192,680 200 , 606 122,031 
Gurrentalzabilities. merase $ 382,672 $ 479,820 $ 367,619 
Accounts Payable, Deferred..... .......... 112,000 108 , 000 
OL CEEAQOLLILUCS earner Panne eee $ 382,672 $ 591,820 $ 475,619 
5% Cumulative Preferred Stock . 100,000 100 , 000 100 , 000 
(Commons Stocker ee eee 150,000 150,000 150,000 
Retained Earnings............. 641, 562 419,019 163, 505 
LOT AEN Gp HAAR Senha $1,274, 234 $1, 260, 839 $ 889,124 

Net Working Capital............ $ 190,730 $ 49,216 $(D)12,993 
(HRY IMA Dee bug oe od ee bes 1.49 ENG 0.96 
Tangible Net Worth............. $ 891,562 $ 669,019 $ 413,505 
Neti Sales inet We Sireyeiin ikl hee: $ 610,287 $ 443,507 $ 357,262 
Net Protas. et eat ee (L) 46,541 (L) 222,543 (L) 266,614 
Dividends’... cc. er eer None None None 


a 
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Condensed Analysis. Only a miracle could save this concern, and mira- 
cles rarely occur during rapid business tailspins. The troubles of the 
Paint & Varnish Mfg. Co., Inc. started several years ago with inefficient 
management. Its paints, varnishes, and enamels had had wide national 
acceptance, but the products had not been kept up to date with the tre- 
mendous changes that had taken place in chemistry. The trend continued 
downward with increased momentum from year C. At the same time 
expenses—administrative, manufacturing, and selling—were high. The 
treasurer, who had been with the business 18 years, had absolutely no 
knowledge of budgetary control. 

Suddenly the management was faced with a top-heavy inventory, 
rapidly falling sales during a period of shrinking prices, and heavy over- 
head. That is a fatal combination of circumstances to all managements 
except those few composed of supermen. These circumstances are re- 
flected in the comparative figures shown in Schedule 13 with a steadily 
and rapidly shrinking current ratio. Each year the relationship between 
the current assets and the current liabilities became more unfavorable. 
As competitors one after another had developed and brought out modern 
rapid-drying products, the sales had dropped, at first slowly and then 
more rapidly. The experimental end of the business had ceased to func- 
tion. By the time year A had come around, the figures were character- 
ized by excessive liabilities, heavy fixed assets, a deficit in net working 
capital, and an obviously low current ratio. 


TYPICAL RATIOS OF CURRENT ASSETS TO CURRENT LIABILITIES 


Typical ratios of current assets to current liabilities for 66 lines of 
business activity—387 lines of manufacturing, 18 of wholesaling, and 11 
of retailing—are given on the following two pages. These ratios have been 
computed from the balance sheets for each year from 1960 through 1964, 
and a final ratio has been computed as an arithmetical average for the 
5-year period. 

The spread in the typical ratios of current assets to current liabilities 
is narrow. Only 10 lines of business in Schedule 14 show a 5-year average 
current ratio below the “‘two for one’ standard. These 10 ratios range 
from 1.66 for manufacturers of dresses to 1.90 for manufacturers of air- 
plane parts and accessories and manufacturers of knitted outerwear. On 
the other hand, 6 of the 37 manufacturing lines, 3 of the 18 wholesaling 
lines, and 5 of the 11 retailing lines disclose 5-year average current ratios 
greater than ‘‘three for one.” 

The highest 5-year average current ratio among manufacturers is 
shown by cotton cloth mills with 4.11 times, followed by manufacturers 
of hardware and tools with 3.62 times. Among wholesalers, the highest 
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[Schedule 14] Ratios or CURRENT ASSETS TO CURRENT LIABILITIES 
i i ee ated i acai Reece ain ee Re ee i SE 


Number of Times 


ee — — 


Lines of Business Activity Median Rive. 
Year 
Average 
1960 | 1961 | 1962 | 1963 | 1964 
MANUFACTURERS 
Agricultural Implements and Ma- 
chinery.. : ALO5a | So26) | Sodlglete42e | eZeo3 3.07 
Airplane Parts and Accessories. 11 8 || OES || TWA || Beil |) 4. 1.99 
Automobile Parts and Accessories. ae BOX | B27 |) BSB.) BOr | 4aB7 2.93 
Balkerss a). ee ee ee ek Sere (OO SO ele Sia lea on paleo) 1.89 
Bedsprings and Mattresses.......... 3 34 1.2.86. 3.8041, 3.23 lnde00! I henol 
Bodies, Auto, Bus, and Truck........ BD | POY || PBs | 2.50 |) 4 ie 2.62 
Bolts, Screws, Nuts, and Nails.......| 3.16 | 2.68 | 3.06 | 2.45 | 2.65 2.80 
Breweries! 4 seen oan oen 2c|| Bets | GEOR.) 2.5 || C2 | 2.82 2.62 
Chemicals, Industrial. . seek See ta Pay: S10) 4, BES) Oi |] PAE I 748%B 2.90 
Coats and Suits, Men’s and Boys’....| 2.28 | 2.15 | 2.07 | 1.89 | 2.07 | 2.09 
Coats and Suits, Women’si ee ee ee Soe 4e a eles Ole ete aon ele (6 1.80 
Confectionery. . oD 264 P2154 AS 104 ROE 52 | 2A7 2a ees 
Contractors, Building Construction . es | ep at 74S Sl Le 1.70 
@ontractors, Blectricaly, ....-... 1: 2757 | 2.98) |) 2.600.242) | sLe99 2.51 
Cotton Cloth NDS See eee re eee nee 3.88 | 3.70 | 4.62 | 4.47 | 3.88 4.11 
Dresses, Rayon, Silk, and Acetate... | 1.70 | 1.60 | 1.69 | 1.66 | 1.65 1.66 
Drugs.. : soo ee BROOD SOR¥ 1 SO B® |) Ae! 3.08 
Electrical Parts and ‘Supplies. Bees teeh 3.08 |°2596- | 2.64 2.572064 aaa 
Foundries, Iron and Steel............ 384 | 2.96 | 3.08 || 2.40 | 2.62 2.88 
Fruits and Vegetables, Canners...... Wal || PP) WS |) Das |) sek! 2.00 
Hurnitunes..a eran ene cal OOO | Qe || SSO |) Bs | Baer 2.69 
Hardware and Tools SUSAN ort ea 3.85 | 3.58 | 3.75 | 3.47 | 3.44 3.62 
EL OSTCT VR MRRP tM eee Te: a ce Ae DAK | B13 || Bese) | Be) Ao Bw 2.62 
EAL re eens eee os BRITS 3.29 | 2.89 | 3.09 | 2.24 | 2.54 2.81 
Machine Shops. . : BeOS || BB || Shale |e ae || ies || sn Ske: 
Meats and Provisions, Packers... al ORES |) PROS PZ || a Il || ac ?4s3 2.47 
MietaleStampings “een ete Ve |) Hetty WO). || 75333 I) seis: 2.81 
Outerwear, Knitted....... RB | QAO | SO | ab ve || ev 1.99 
Overalls and Work Clothing... ol BPO || Sey || Pea) Pe 7 | A742 || Bs 
Paints, Varnishes, and Lacquers. eer. 36S) | Bas |] SS |) Bees |) Bines 3.61 
PADCL A wer en ee tance Rese, 22810 (P2577 2.845292 913509 2.89 
PapermBoxest) 115. Sietil 2) Teepe 2.96 | 2.64 | 2.821 2).49 | 2.25 2.63 
Printers, Job. > i DAD 2A Sia Zea lallec een Rano 2.42 
Shirts, Undeewean, and Pajamas, 
Mensm ey Scie Papililes|| alate} TekSile |p Thc kSe|| oth css 1.88 
Shoes, Men’s, Women’s, and Chil- 
Ole eticion a sie 6 meen eae. eS oem. DENSI 34 | 2.29 | 2.08 12 .28 
Soft Drinks, Bottlers.. 1 Sianeli 92 OO Gm eel a OS, 1.92 
Structural tron and Steel, ‘Fabricators. SHON 2 eOoe ee Onleoplomiecie2 0 2.60 


a ee 
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Ratios oF CurRENT Assets TO CurRENT LiABILITIES (Continued) 
[Schedule 14 (Cont.)] 


Number of Times 


Lines of Business Activity Median 5 
Five- 
Year 
1960 | 1961 | 1962 | 1963 | 1964 | “Y°™#8° 
WHOLESALERS 
Automobile Parts and Accessories....| 3.11 | 2.83 | 2.77 | 2.91 | 2.58 2.84 
Cigars, Cigarettes, and Tobacco...... MAU) || TGS |) POS |] POF || HOE | 28 
onteclioneryers |, enka tet: Poe | OS O8S PTI SOE Wore 2.69 
Drugs and Drug Sundries........... 2278: | 2.70) | 2.64 | 2.37) 2.54-| 2260 
DDT G OOU Sh nee i eee ee eee cs 2.82 | 2.52 || 2.54 | 1.75 | V.88 2.30 
Electrical Parts and Supplies......... Dh 5) || Ala A We ee | Ae ANT | 93 OS |) 2p PAr/ 
icuierand) Produce; Hreshin........| o.80) | 3620 | 32600) [2241 242 3.00 
Gasoline, Fuel Oil, and Lubricating 
Oui, 56 es ecra Oper ore ee ee LeOva i 2eae 22082 40n ez els 2.23 
GZOCERICS AONE fa MO ade eee PD $8): || PA 592 |) GAS || Pei || OA AUS: 2.40 
ELAR CW.AnePeren ake teat. iets Sit las 3.74 |°3.88 | 3.27 | 2790 || 2°86 3.33 
Household Appliances, Electrical..... DAOA Me 2 e202 S22 OSmie2e1 Oe ee209 
Lumber and Building Materials...... 3.29 | 3.48 | 3.25 | 2.44 | 2.48 | 2.98 
Meat and Meat Products............| 2.36 | 2.33 | 1.87 | 2.39 | 2.27 2.24 
Paints, Varnishes, and Lacquers...... AE OMS | RAMS |) 7D) I Sess | wakes || Ber 
PAD eee tts we eee eG Dako e2aGor | 2.026 40s Zeal 2.57 
Plumbing and Heating Supplies...... ALANS) SSE |) BPP? | 4 Cbs | Pre) || Seek 
Shoes, Men’s, Women’s, and Chil- 
GHASTGS oh biased tala eine ener ne eee eae 2.44 | 2.34 | 2.08 | 2.16 | 2.06 2.22 
Winestandsliquorsmeeenn ce acme ae - 1.88 | 2).43 | 2.04 || 2.28 | 2.27 | 2.18 
RETAILERS 
Clothing, Men’s and Boys’.......... PB | DCO || Paes || Boake \\ Saks || Bai! 
Clothing, Men’s and Women’s....... Beil || BoTO || SO |) Soils || Bess |] Vs, Ne 
Department StOresun sade woe om oe SeOUN S249 3.050 loe4Onleoedonl mont 
DISCOUNT SLOLES ee ste re ee re oe aloo a eel Og 1.68 
Burnishing sm en's. see. vee ee Messe || Patil || BoA || Hewilhe|| ZED | Hated 
INES OUR Gaon gon pdhvos van soon al) 24eO) || MeP4di| C89) || Si.08), | Aeey 3.90 
Groceries and “Meats... ea eee |b2 098 ROG ARO 4a eto 1s RSs 1.95 
Hard wares tee tas lok OE Ze erie If ahetite | ate 7a 4.56 
Lumber and Building Materials......| 4.67 | 4.26 | 4.76 | 4.28 | 3.65 | 4.32 
SMO CSAS arr iaeiweet a Sietelseds, taste DSTO Vc O meer lalla zaco) 2.78 
Women’s Specialty Shops............ 2.52 | 2.43 | 2.13 | 2.46 | 2.41 2.39 


5-year average current ratio is shown by wholesalers of paints, varnishes 
and lacquers with 3.97, followed by wholesalers of plumbing and heating 
supplies with 3.35. Among retailers, hardware stores lead with 4.56, fol- 
lowed by retailers of lumber and building materials with 4.32. The three 
illustrations of unhealthy relationships between current assets and cur- 
rent liabilities used in this chapter are extreme. Balance sheets will re- 
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flect conditions from these extremes through fair to good, and finally 
there will be cases where there are absolutely no current liabilities. Ex- 
amples of current ratios in somewhat more favorable categories will be 
found in illustrations in succeeding chapters. 


Maxim 


Over the years the practical standard of the ratio of current assets to 
current liabilities has come to be recognized as ‘‘two for one”’ for indus- 
trial and commercial business concerns. The current ratio is an indication 
of the current condition, which on further examination might or might not 
indicate strain. If a current ratio seems low, the reason should be ascer- 
tained. In other words, the analyst must look behind the ratio to find the 
reason for a condition. Further examination may verify or fail to verify a 
preliminary inference based solely on the relationship between the current 
assets and the current liabilities. 


THEORY AND PROBLEMS 


1. State briefly what information you would expect to obtain from the ratio of current 
assets to current liabilities. 


2. The ratio of current assets to current liabilities of a manufacturer of office equip- 
ment is 1.82. How would each of the following transactions affect the current ratio? 


Use the letters J, D, and N to indicate whether the current ratio would be increased, 
decreased, or unchanged. 


a. Cash is increased $6,042 by the collection of outstanding receivables. 

b. It is decided that U.S. Treasury tax notes of $50,000, which had been carried 
as a subdeduction from the item Reserve for Federal income taxes in the current 
liabilities, should now be carried in the current assets. 

c. A bank loan of $100,000 is obtained. 

d. An investment representing 5! per cent common stock interest in a subsidiary 
is sold for cash. 

e. A dividend of $68,000 is declared and paid in cash. 

f. A customer that was unable to make payment of $3,042 when his account fell 
due gave a promissory note payable in 30 days. 

g. Some used equipment is sold on terms of 10 per cent cash and the balance in 12 

equal monthly installments. 

. The president borrows $4,600 in cash from the corporation. 

Common stock is split four for one. 

. Patents of $6,850 are written off the books. 

. Excess cash of $150,000 is being invested in marketable securities listed on the 

New York Stock Exchange. 
1. Worn-out equipment is sold as scrap for cash. 


roo. 


8. When did it become customary for accountants to segregate the current assets in 
balance sheets? Describe briefly the evolution that took place in the years immedi- 
ately preceding this change. 
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. Two competing business enterprises in the same line of business show the following 
current positions. Which business enterprise is in the better current condition? 
Explain why. 

Company A Company B 


WurrentrAssetemese teeta to atc Sus fa i eee $300 , 000 $500 , 000 
Currentelaabilitiest: ee ee ee nee eee 100,000 300 , 000 
INGE WOM? OL. oo a 6 oop oeiodiad-ootests «sao. $200 , 000 $200 , 000 


- Post the following balance sheet on a comparative statement page and compute 
(a) net working capital, (6) current ratio, and (c) tangible net worth. 


Pure Drue Cuain, Inc. 
Balance Sheet, December 31, 19— 


ASSETS 
Current Assets 
Cash in banks, and in transit to banks................. $1,442,757 
Checking accounts $1,439,693 
Savings deposit 3,064 
Cashwonphandirmee rt a oe ee tae ee 117,354 
AMecountsireceivableiof customers. .2....5-...-22-22.... $ 47,135 
Miscellaneous accounts receivable..................... 89, 984 
5 $ 137,119 
Less: Reserve for doubtful accounts.................. 2,500 134,619 
Merchandise inventories, at the lower of cost or market.. $2,970,280 
MerchanGisesmeatransit ates ¢ 0.0.8 cetacean eee) aera 122,594 3,092,874 
invenboriesiOnsuppliesa ms mee ee a en ei ee 29 , 229 
MovalaG@urnrent fASsetsiet se. ce. et ee ne meee $4, 816,833 
Wacheing ce losedubamksiann ne Mem fa. et ac 2 et ee Wes $ 23,094 
HACSSHMECCSELV.CLOle | OSSCS ee say cas a Sin rn eee ae 21,000 2,094 
CONTAC eC DOSILG mer tte ete eee ete een eee are oe 10,180 
Loans, Investments, Etc. 
Note receivable, other than customer’s note............ $ 6,000 
Contracts of officers and employees for common stock 
DURCRASCSmey ier amie iecisie ony ae ees or Ie eee 5,848 
Loans to employees for educational training............ 21,328 
Cash surrender value of insurance on life of officer....... 38,013 
Miscellaneous investments. . Bee eae anh Sn wer Re 15, 2 86,461 
Charges Deferred to Future Operas. 
Prepaid insurance, licenses, rents, etc.................. $ 102,559 
Premiums and commissions on leases, less proportion 
ChaLoedatOnO pera LlOUs treet eer poate oo ference: 47,879 150, 438 
Fixed Assets 
ESA en 25sec Bey eo Rae ea oe eA $ 348,804 
BuuldinsWesen ee. cies ee ee = orn k ee $ 972,625 
Less: Reserves for depreciation........... 248 , 892 723,733 
Store fixtures, warehouse, oe aaa 
and office equipment. . nndosdnoboetes -emOIO SOG 
Less: Reserves for depreciation. . Fees Le 486r 3011 5245405 
Automobileseand trucks. sve + es = $ 82,189 
Less: Reserves for depreciation........... __ 55,346 26 , 843 
Improvements and alterations to buildings. $ 938,048 
Less: Reserves for depreciation. . pe 523 , 089 414,959 3,038,754 
Good mWailler cm tri Cea eh SOC eo ones eos adore ene 3 


$8, 104, 763 
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Pure Drue Cuarn, Inc. (Continued) 


LIABILITIES 
Current Liabilities 
Accounts payable, trade. . POR en ee oe Me ee aE OO Or ae 
Accounts payable, miscellaneous. RIES. GeO Ree Ml FE ieee 17,213 $1,016,035 
Salaries and wages, due and accrued................... 151,973 
Accrued taxes, including state income taxes. xe 132,948 
Estimated bonuses payable to executives and store : man- 

S25 We RAR aT Senn ST PGS os SOAs AUR MEE ODN aki oe 111,707 
MotaliCurrentadabilitiessamee ee eee eee eee ee $1,412,663 
Resenyentorsbederalamcomesta xc aera eri 229 , 824 
Reserves 

Reserve for unrealized profit on sale of treasury stock... $ 49,400 
Group life insurance dividends held in reserve........... 29,990 
Reservestorconbvinrenclesiaen ee en eee eee 43 , 598 122,988 


Capital Stock 
Common, no par value 
Authorized, 500,000 shares. 
Issued and outstanding, 245,474 shares: 


Statedmvalue sey Macs este tat ratte cn eg 2 2,454,740 
Retained earnings's<. sy isc Seeman ks ee 3, 884, 548 
Total Mquityain: Common Stocks.....20) see eciee: 6,339, 288 


$8, 104,763 


6. What is the generally accepted standard for the ratio of current assets to current 
liabilities for industrial and commercial business enterprises? Is this standard open 
to fairly wide variations? Explain your answer. 


CHAPTER VII 


Current Liabilities to Tangible Net Worth 


The only balance sheet relationship, other than the ratio of current 
assets to current liabilities, which seems to have had its origin in the 
relatively dim distant past rather than in more recent years when serious 
attempts have been made to evaluate effective standards of financial 
statement analysis, is the relationship between the liabilities and the 
tangible net worth of a commercial or industrial business enterprise. This 
relationship has always held significant implications as it contrasts the 
funds that creditors temporarily have at the risk of a concern in the form 
of its debts with the funds permanently invested by the owners. Since the 
invested funds, that is, the tangible net worth, serve to guarantee the 
liquidation of creditor liabilities, it is evident that the smaller the tangible 
net worth and the larger the liabilities, the less security do creditors nor- 
mally have. A manufacturer of men’s and boys’ shoes with a tangible net 
worth of $78,000 and with liabilities twice as large, or $156,000, will, all 
else being equal, provide far less security to creditors than a second con- 
cern in the same line of business with a tangible net worth of $78,000 and 
with liabilities one-half as large, or $39,000. 

As liabilities expand, the point finally arrives when an enterprise be- 
comes more and more dependent in its daily operations upon the attitude 
of its creditors. In a very practical manner, as liabilities increase above a 
certain level, the management has more and more difficulty in meeting its 
financial obligations on scheduled time. Bank loans must be renewed and 
renewed. Trade payments drift from discount to prompt, then from 
- prompt to a few days slow; finally, payments run 30, 60, and 90 or more 
days past due. Somewhere along this rocky route, with progress becoming 
ever more onerous, the banker, if he has a significant grasp of the situation, 
arranges to obtain adequate security to protect his extension of credit. 
The security might consist of stocks and bonds, the assignment of ac- 
counts receivable, the pledge of merchandise, the pledge of capital stock in 
subsidiaries, the assignment of the cash surrender value of life insurance, 
a mortgage on real estate, or any other asset of sufficient and realizable 
value. Then the mercantile creditors must decide, one by one, whether 
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they will continue to extend credit on the same basis which they have 
been using, give special terms, or petition the enterprise in bankruptcy. 

A heavy debt is like high blood pressure. As the pressure goes up, a 
point is finally reached where the patient cannot survive. Every concern 
that is petitioned by creditors into involuntary bankruptcy inevitably 
reaches the point of excessive liabilities, just as surely as inflation mate- 
rializes in a war economy. Sir Walter Scott learned this lesson when 
the publishing firm of which he was a partner failed with liabilities of 
£130,000. The relationship of liabilities to tangible net worth was far 
heavier than it should have been for the continued well-being of that 
historic enterprise. The Rothschilds had a significant motto based on long 
experience. It read, “‘Do not trust a man who owes too much.”’! 

Sometime during the last quarter of the nineteenth century, the con- 
ception arose that the typical commercial or industrial business concern 
should not have liabilities in excess of the invested capital, that is, its 
tangible net worth. At this stage in our economic development, relatively 
few enterprises, except railroads, had long-term liabilities such as mort- 
gages, bonds, debentures, or serial notes. The term /iabilities carried the 
implication that is carried today by current liabilities. Such a situation 
would mean that all creditors, for their own protection, should have no 
more funds at stake in a particular endeavor than the owner or the owners 
of that business enterprise. That seemed a reasonable pragmatic propor- 
tion. Many early credit men, or those businessmen who performed the 
functions of present-day credit men, used this relationship literally, and 
would cut down their extension of credit when a balance sheet showed lia- 
bilities exceeding this very definite and recognizable limit. 

In the more concentrated study that has been given to the analysis of 
financial statements in recent years, this one early relationship has been 
succeeded by two relationships. With the growth in the use of an almost 
infinite variety of funded obligations to finance commercial and industrial 
corporations, particularly after the organization of the United States 
Steel Corporation in 1901, a degree of analytical specialization became 
essential. A concern with modest current liabilities, but a substantial 
funded debt due 10 years in the future, would be a far better risk for cur- 
rent creditors than the relationship of total liabilities to tangible net worth 
would indicate. To differentiate these situations, two relationships have 
come to be used in the analyses of balance sheets of commercial and in- 
dustrial business enterprises: (1) current liabilities to tangible net worth, 
and (2) total liabilities to tangible net worth. In this chapter the relation- 
ship of the current liabilities to the tangible net worth will be considered, 
and in the following chapter, the relationship of total liabilities to tangible 
net worth. 


( 
* Wiman, Erastus, Chances of Success, p. 39 (F. R. James, Toronto, Canada, 1893). 
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SEASONAL OPERATIONS AND CURRENT LIABILITIES 


Every business enterprise, large or small, has a current debt that fluc- 
tuates from day to day and from month to month during the year. The 
amplitude of this fluctuation depends upon the seasonal operations of a 
particular line of business and the closeness with which the activity of an 
individual concern in that line conforms to the typical pattern. The 
extreme importance of the date on which figures are drawn off in relation 
to the season of a business, and of the consequent size of liabilities, is 
explained in detail in the following paragraphs for three lines of business: 
manufacturers of fur coats, department stores, and manufacturers of 
furniture. 


Manufacturers of Fur Coats 


A manufacturer of fur coats produces sample coats during the months of 
March and April. These samples, representing the ultimate in new styles, 
are exhibited at the June fashion shows, where orders for the new fur 
coats are booked. These orders go into immediate production in June and 
July, to provide merchandise for the August fur-coat promotion sales 
which are featured by department stores and the retail fur specialty shops 
in the larger cities. To carry out these operations, the manufacturer makes 
heavy purchases of skins during the first half of the year. Inventories, 
consisting of skins, work in process, and finished coats, continue to 
increase until a peak is reached in either October or November. 

The finished fur coats are sold to department stores on terms of 8 per 
cent discount, 10 days EOM, and to retail fur specialty shops on terms of 
10 days, EOM, or payment by promissory notes ranging up to 4 months 
maturity. As a result of these selling terms, the receivables of fur coat 
manufacturers are not liquidated until November and December. 

From this picture of typical seasonal operations, it is evident why the 
current liabilities of a manufacturer of fur coats gradually expand to a 
peak during September, October, or November, then suddenly drop to a 
low point in January, when receivables have been largely collected and 
the proceeds applied to reduce the current debt. The seasonal operation 
then starts over once again. 


Department Stores 


A department store annually has two peaks in sales, a primary top peak 
in December caused by Christmas buying, and a secondary peak in the 
spring caused by purchases for Easter and for the summer. Between these 
two seasons, sales decline to low valleys in January and February, and 
again in July, August, and the early part of September. 
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The inventory of a department store fluctuates in anticipation of sales, 
but with smaller seasonal swings. From a low point in July, the inventory 
gradually rises to a maximum early in December. By the end of January, 
Christmas shopping and January clearance sales have reduced merchan- 
dise to the lowest level of the year. The renewal of merchandise stocks for 
the spring demand now brings the inventory to a modified plateau in 
March and in April. Stocks again become low in July and in August. 

Approximately 40 per cent of all department store sales are made on 
a cash basis, less than 10 per cent are installment sales, and the remainder 
are on open-book account. In these operations, current liabilities thus 
reach a peak early in December when the inventory is at the high point 
and receivables are expanding, a secondary peak around Easter, and the 
basic low point for the year in the latter part of January or early February 
when collections from Christmas receivables have been applied to reduce 
the debt. 


Manufacturers of Furniture 


A manufacturer of furniture, like a department store, has two peaks 
annually in sales. Shipments begin to expand in July following the summer 
furniture shows and rise to their peak in September and October in antici- 
pation of the general increase in the furniture sales of retail stores which 
take place in October, November, and December. Shipments fall off to a 
minimum in December and begin to build up in January in preparation 
for February retail sales. A secondary peak now materializes in February, 
March, and early April, following the introduction of new lines in the 
January furniture shows. 

In preparation for the June and January furniture showings, the manu- 
facturer makes up samples of new styles of furniture and attempts. to 
reduce the inventory of finished goods left from the previous season. Raw 
materials tend to follow the shipment curve rather closely and ordinarily 
are not accumulated far in advance of current needs. Inventories of raw 
materials and finished goods drop to a low point in December. 

The usual terms of sale used by the manufacturer of furniture are 2 per 
cent discount in 10 days, net 30 days. Receivables which are created from 
fall shipments thus are largely liquidated by the end of December or 
early in January. In these seasonal operations, the current debt reaches a 
low point in December or January, with a modified dip in June or July. 


Natural Business Year 


The natural business year of a business enterprise is the period of 12 con- 
secutive months that ends when the business activities of the concern have 
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reached the lowest point in their annual cycle. This principle has been 
widely recognized in business practice for many years. General use of the 
calendar year for fiscal purposes began with the enactment of the Federal 
corporate tax law of 1909, which required all corporations to file returns 
as of December 31.? This statute remained in force for 4 years. The law 
was repealed in its entirety in 1913 when the first Federal income tax 
law was enacted. The present law provides that the taxpayers may file 
returns as of the close of a fiscal year of their own selection.® 

The Natural Business Year Council was created in November, 1935, to 
represent businessmen, bankers, credit men, accountants, and trade asso- 
clations in the study of seasonal operations and the recommendation of 
the low points of the business years of particular lines of activity as the 
most logical fiscal dates for those lines. In the early 1950’s the activities 
of the Council were taken over by the Committee on Natural Business 
Year of the American Institute of Certified Public Accountants. The 


2“. . Said tax shall be computed upon the remainder of said net income of such 
corporation, joint stock company, or association, or insurance company for the year 
ending December 31, 1909, and for each calendar year thereafter. . . . ’’—36 U.S. 
Stat. at Large 114, Chap. 6. Poor’s Industrial Manual for 1909 contained 211 indus- 
trial corporations which took their inventories and closed their books in 1908 at the 
end of months other than December. Only two of the 12 corporations listed on p. 181 
whose balance sheets were studied at a date prior to 1909 used the end of the calendar 
year as their fiscal date, namely, the Pennsylvania Railroad Company and the Lehigh 
Coal & Navigation Company. 

3Tax regulations allow corporations to change their annual accounting period 
without advance permission if they meet the following requirements: (1) the corporation 
has not changed its annual accounting period at any time within the 10 calendar 
years ending with the calendar year which includes the beginning of the short period 
required to effect the change of annual accounting period; (2) the short period required 
to effect the change of annual accounting period is not a taxable year in which the 
corporation has a net operating loss; (3) the taxable income of the corporation for the 
short period required to effect the change of annual accounting period is, if placed on 
an annual basis, 80 per cent or more of the taxable income of the corporation for the 
taxable year immediately preceding such short period; and (4) if a corporation had a 
special status (described in the following sentence) either for the short period or for 
the taxable year immediately preceding such short period, it must have the same 
special status for both the short period and such taxable year. For the purpose of the 
preceding sentence, special status includes only: a personal holding company, a 
foreign personal holding company, a corporation which is an exempt organization, a 
foreign corporation not engaged in trade or business within the United States, a 
Western Hemisphere trade corporation, and a China Trade Act corporation. In estab- 
lishing a new corporation, the desired fiscal year is simply written in the by-laws. 
All other taxpayers must request permission within 1 month after their new closing 
dates by filing Form 1128 with the Commissioner of Internal Revenue, Washington 25, 
D.C. Requests for such permission, when based upon sound reasons, are generally 
approved without further inquiry. State tax authorities generally give permission for a 
change in fiscal year approved by the Federal government. In general, the change to 
a natural business year presents few problems. The by laws of the corporation may 
have to be amended, the tax regulations must be observed, and corporations regulated 
by the Securities and Exchange Commission must file interim reports when the period 
between fiscal years is 3 months or more. 
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analyst finds many advantages in studying the financial statements of a 
business taken off at the low point of operations, in contrast to the neces- 
sity of obtaining the amount of maximum and minimum liabilities dur- 
ing the year from trial balances, and then placing the concern as of 
December 31 (if it uses the calendar year as its fiscal date) in the proper 
part of its season, as is done on page 218 with the Men’s Clothing Com- 


pany, Inc. 
The U.S. Treasury Department reports that the number of active 


corporations which use the noncalendar fiscal year has increased steadily 
from 12.7 per cent in 1930 to 19.7 per cent in 1940, 33.8 per cent in 1950, 
47.9 per cent in 1960, and 49.1 per cent in 1962. At the low point of the 
natural business year the inventory is more easily taken, the accounts 
are closed and year-end financial statements prepared more rapidly, and 
operations may be more accurately analyzed.‘ At the same time, there 
has taken place a quickening of interest among accountants, reflected 
by the enlarged committee of the American Institute of Certified Public 
Accountants on the natural business year and the increase in the num- 


4A clear explanation of the specific reasons for the change in fiscal date to the low 
point of the natural business year, as applied to his own business, was made in an 
address by A. R. M. Boyle, treasurer of Lehn & Fink Products Corporation, New 
York: ‘‘We are manufacturers of nationally advertised brands of consumer products 
sold by us chiefly to wholesale and retail druggists, department stores, 5 and 10 cent 
and other general merchandise chains, etc. These products include disinfectants, 
tooth pastes, tooth powders, face, hand and body lotions, cosmetics, and other toilet 
articles. Many of these items are highly seasonable. For example, all lotions are used 
in substantially greater volume in the winter than in the summer because of their 
great use for chapped skin and other similar discomforts due to winter weather. 
Perfumes, colognes, cosmetics, and toilet articles generally are winter sellers with 
many special packings and gift sets made especially for the Christmas trade. Christ- 
mas items begin moving to the trade around October and shipments continue into 
the Christmas week. Due to certain trade practices, net results of Christmas business 
are not known until January. By far the greater portion of our business consists of 
items which have a greater volume during the winter months than during the sum- 
mer.’ Special promotion deals such as two for one sales, half-price sales, and com- 
bination offers designed to stimulate the sale of a particular product to the wholesaler, 
retailer, and consumer affect the sales curve so much that monthly comparisons with 
prior years become meaningless. Boyle then continued, “I have in mind a series of 
promotions of this kind which were scheduled to break at retail the beginning of 
January. All of this merchandise was shipped and billed by us in December. It was 
not, however, legitimate December business, it was January, February, and March 
business because these were the months when we would have sold that merchandise 
in the ordinary course. On a calendar year basis either one year’s profits would have 
been inflated by several hundred thousand dollars and the following year’s profit 
would have suffered accordingly or else deferred income reserves in some form would 
have been necessary. If these profits had been taken in the calendar year in which the 
shipments were made, stockholders and the public would have been grossly deceived 
as to the true earning power of the business. If, on the other hand, reserves had been 
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ber of state societies of certified public accountants that now have com- 
mittees on the subject.® 


Inventory. The taking of inventory at the end of a natural business year 
has the following four distinct advantages from an accounting and analy- 
sis point of view: 


1. As the normal activities of a business enterprise have substantially decreased, 
or in some cases have even temporarily ceased, the inventory may be taken with 
less interference to the productive operations of manufacturers and to the daily 
operations of wholesalers and retailers than at any other time during the year. 


2. Stock of merchandise is greatly reduced and is moving slowly, if at all. It 
may be counted with greater ease and in less time than at any other date. 


3. Members of the staff are relieved to some extent of the pressure of their nor- 
mal duties and are available to assist in taking inventory. Expense of employ- 
ing additional assistants who are not so well acquainted with the stock, which is 
often necessary when inventory is taken at a busier season, is thus eliminated. 


provided with respect to such earnings the difficulty of determining what portion of 
many operating expenses and overhead had been incurred with respect to these sales 
would have been considerable. In an annual statement such estimates are not desir- 
able, and they are not necessary where the fiscal year ends at a time when such condi- 
tions do not exist. Another large factor entering into our decision was the importance 
of our advertising expenditures. We spend large sums of money on this item. These 
are planned on an annual basis but the greatest expenditures are made during the 
period of greatest consumer purchases, namely the fall, winter and spring. Obviously 
these are more properly charged to the year in which they belong when the year closes 
after the cycle has been completed and not right in the middle of it. In short, our 
business year comes to a more natural end in June than it does in December. At that 
time there is less room for errors of judgment or differences of opinion in all of the 
steps which have to be taken in determining the financial position and the earnings 
of the company for a twelve-month period.’’—Problems of Financial Reporting under 
Wartime Conditions, pp. 12-13 (New York State Society of Certified Public Account- 
ants, 1942). 

5 ‘Insurance companies have in many instances designated certified public account- 
ants as ‘preferred risks.’ It is possible that the new group insurance plan now being 
promulgated may dispel this illusion. Be that as it may, it now appears that the life 
expectancy of the average certified public accountant is alarmingly short. . . . In my 
opinion the greatest contributing factor is the tension caused by meeting deadlines 
and the physical and mental strain caused by our so-called ‘peak season,’ or to state it 
more simply, just plain overwork. To get down to the meat of the situation, this matter 
of overwork is a life-and-death issue with us. Analyze the causes of overwork and the 
principal one must inevitably be the ‘peak season’ caused by the press of work due to 
the use of the calendar year for determining profits. There the natural business year 
concept is not just a theory to be weakly expounded, but . . . a matter of life and 
death. . . . ’—Yracer, L. C. J., Case Studies on the Natural Business Year, a paper 
presented at the Sixtieth Annual Meeting of the American Institute of Certified 
Public Accountants, Miami Beach, Fla., November, 1947. Reprinted in Challenges to the 
Accounting Profession, pp. 57-58 (American Institute of Certified Public Accountants, 
New York, 1947). 
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4. The margin of error in the valuation of inventory is reduced with the quantity 
at the low point of the year. Accuracy of valuation is one of the fundamental 
advantages in taking inventory at the end of a natural business year. 


Annual Closing of Accounts and Preparation of Financial Statements. 
The low point of operations for the year is the most advantageous date 
for closing accounts for the preceding 12 months and for the preparation 
of financial statements for the following four reasons: 


1. Just as the inventory may be more conveniently taken at this time of the 
year, so may the books of account be closed most conveniently and with least 
interference with other activities. 


2. The resulting financial statements reflect the outcome of one complete cycle 
of operations. The results of policies and programs initiated at the beginning 
of a period are clearly shown by financial statements prepared as of the end of 
the natural business year. As of any other date, financial statements reflect the 
results partly of one season and partly of another. 


3. The items which make up financial statements may be more readily and 


accurately determined because the inventory may be taken with greater effi- 
ciency, and because receivables and liabilities are generally at a minimum. 


4. The actual worth of a business enterprise is more readily discernible when the 
concern is in its most liquid condition. At the end of a natural business year, 
financial statements invariably show the greatest normal liquidity attainable. 


Analysis on Natural Business Year Basis. To analyze the results of a 
season of business operations, an analyst should be able to view the season 
as a unit, to begin with causes and follow through the sequence of events 
to the effects. If annual financial statements are prepared as of any date 
other than at the end of a natural business year, they include the results 
of the latter portion of one season and the beginning of a subsequent sea- 
son. Under those conditions, it is difficult at times to obtain a clear picture 
of either period. Moreover, the recurring ability of a concern to liquidate 
to the seasonal low point at the close of its natural business year is a sound 
indication of whether the investment in receivables and inventory at the 
peak was profitable or unprofitable. The orderly conversion of trading 
assets into cash is the conclusive test of asset soundness. 

A flour milling concern with a statement date of May 31 will generally 
have a minimum of inventory and few or only nominal liabilities. The 
same situation applies to a rice milling business with a statement dated 
July 31. Concerns in these lines have highly seasonal operations. Financial 
statements drawn off at the low point show the ability or inability of the 
management to bring affairs into liquid shape after each season. In every 
case where possible, it is also expedient and desirable to ascertain the 
amounts and the dates for both maximum and minimum liabilities, as that 


CURRENT LIABILITIES TO TANGIBLE NET WORTH 215 


NatTurat Business YEAR CLOSINGS [Schedule 15] 
a A ii eR NSS Oe: 
Trade or Industry Closing Date, Last Day of: 
FNC CRUISIM CRA OT ClOS MMMM RC Rr Oe ttt Weg mee ea ona December 
Agricultural Implements, Manufacturers....................... August to October 
AIIM CA SPOLCA TION Mp PM Nt fo: ease ean ye eis kes nis. 2 2s cca MO ARAL Raw April 
MU CLA CNV LAMUTACUUECTS me memt te een ce men. <a an sah votes aes November 
AU OLLS eee ae eR eR eee aT etre eset Bilsdy Lie ahs co tincoke -sf eRe tee ee April 
ATILGMO Dil eve Wan ULACLULETShs sty Lowe iy cisewes car ee sere ote bale Eee tae September 
FAMLCOT ODE spELe tall els reeyennei he wae cnie) lala Siow ein ie ere October 
Automotive Accessories, Manufacturers....................-..+.-. July or August 
Automotive Accessories, Wholesalers.......................... open eae January 
AWnInesand Sunshades) Manufacturers... ....4..4.4.7-.. 2. ere eee August 
HES SOLES See gw ee P ROR rer cteh sels fou oes a aren ocesei SPA deceis war oluteet tp MONA SR CH AY I oo June 
Barber Shop and Beauty Parlor Supplies, Manufacturers................ September 
Beverages, Carbonated, Mamuftacturers................--....9)5 58a). September 
JEONG, LED SINE ou a a4 chs a ae En ae MONE ee te yee Me Petit tah@e sy a. .eo2 June 
BOGE SNORE Ee cco, otha 6 es Tee ne ee Le ares mo June 
TEVOWONED. 5 obo 68 3 od SOO OM eT Oe a eI ATES A IT RTE  oart 5 October 
Sucks ml ViamuUlachune rspmmn eases warden alee wey dls o.G ed ke tee March or October 
IBroOOmMsranGdsbrushes-wManurackUrensa.1 athe cis 4) oa oe ao oe eee June 
Building Contractors................ NEMS sake af 0 « Sts SO es February 
(anche Pep UL AC CULETS serge eres ete cowie ce RPL ete 5.0! ee eae ea Oe we June 
Candie WinoOlesalers news els tak oh ces tonics Govan. c is Se eSB At July 
CGanmnomveretables andeHruits.. 0. jas. - 4.0 eee se January or February 
Wcmente Vanufactunersin ys ways e rari ess laren Ae Moca cua aye ora seen January 
Clavarroductsm\lanulactunersnenen ees oA naok oe oh ene nae March or October 
@leanmngiand Dyeing Hstablishments:... 2... ...-n2..2-475.-+5-0.-5800n: November 
Clocksranda\atchessVanutacturerst: seme tes 1s. eae be ers March 
Clocnimew Ven sw lvetallersea-c terete ci Ge ae ees eee nn ee January 
COG, AY EUSTILOR, & Gronk-eiged 6p areca he Nera oa RONEN Reti ie IRMnnS -7 ata Mier sien Bs, March 
Coalevetallerstretee eres Mis here ei ee sei Oe Oael cease oe ee eR RE May 
CoaleeWiholesalersmene tert ere ee SR ke hairdo cata eae April 
Coatsiand suits, Women’s; Manufacturerss...02¢°2. 5.01202. 00e) ae November 
Containers mbapene Vlanmlacturersiamed dat prays sora pe ear nae week ceca April 
Corsets andebrasstenes, \Wlanutiacturersies sss ae ase) eee eee December 
Crockery,and Glassware, Manufacturers... 2.00.0. seces ee  e  e January 
DanyaandseroducesCompaniesmmete se srt ro 4 ao aera ae ee February or March 
DWepantMentpovOLes@aewer ee eee eA cates cataract t a ees Gn chet rte stoe etree ps Ah January 
Distiller seer ee eh ye ek eee are aay Sacdit dem Sis Boe seek tt a orem pee eae August 
Drage mivetallers eatin cee ee eee ei ton sore la cs. eee tey i ictal tatehes SS ae January 
Drie sanyo) esalens sewers kee tek a oie ag Soret cer ee a eee mr ers June 
Drv COOUS wm VVNOLESAlErS tan ei errs -attichn ota oh nn ergs November or December 
Blectuicaleappliancesyinetallersmene aerrnis. ni eer ice oe ear heer eer June 
Electrical Parts and Supplies, Manufacturers.......................... September 
TenU ayes SVEN atop aYshe a alee Oo ae are ere, Bera ee me rere Stee token ee ene On, crete os September 
HHOTIStSMELVCL AICS pry tee tary eee red Ue peicsnss Mle rae Cee aR ot. eta er ee September 
TSikocore NU CTL Oe PR wee re Es Roemer eer ren he aerace hes eee reer March to June 
HounmoriessanGul Lachine: SHODS mayen. creel eceserte ewe dae ee eee ieee orien January 
brottandeveretablesbrokersae ayia c cose ket weer eee eee coca Rs: June 
urnituresVianubacturerss ar screener ee sek ees one November or December 
arniture mrvevallers aera ie een PHL ee Oe RE bits SPER TS Pa ahr se ateints er June 
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[Schedule 15 (Cont.)| NaturaL Business YEAR Ciosines (Continued) 
Trade or Industry Closing Date, Last Day of: 
GCaragesg a erro tae eeeuve. gugnerates MS eR I Gg hc 2 a Barge September 
Gasoline, Refining............. ca. ko ee Fe eh tiie, Atelier. 7.2. October 
General Merchandise, Retailers. . 207, cre de a ae ee Ve Janivany, 
GistsShops ee he V ks oe SY lie ae eee ar rat ra May 
Glasses Manuacturens 1s. eb. 37 cid baste ep aie Cac ae rae ee ee June 
GloviesteManutactunerts 2... cach os ot nee en ee eee November 
Grainn Deal rss oso 5. oe eee eda ads oe het eS beg ee eee June 
Grain’ Millsyand Elevators....7-3.. .4...-..44 sae ee ee eee May or June 
Groceriés® Retailers: 0.005 oi ee eee eee ee June 
Grocéries:s Wholesalers, «sas 9 cee eats «35 mae ern We cae Is June 
Hardware Vianulacturerssjc5 aces ces a ae tee aie seen eee 3 cag WINE 
HMandwareeRetailers.oe 2: 64 ae eee ie ee nore ere .. January 
HatstsVis nits GtURenseancts rien teks ole craccan ee Ora ere October 
Heatnecands elumibinss Contractorsiae ei oye ee rien a ee eee December 
Hotels Residenti alae ct. Vo tcscta eee sede tae ees errata te ener at te ee June or July 
VOLE SasINeSOLG A ate eRe et ot eR Ine ee ee ea ne ero Last month of season 
MC OPAT EIT CIAL chen cece om snc hohe tah aS eee Ee .... October 
FeewGream, Mianutacturerssacc. sce oes cheus ec ee ee a ae December 
Insecticides; (Manufacturers seve cae eee ee re ee October 
Jewelry-and Silverware, Retailers%:ac soe cee ee ee ao re ee January 
Jewelry ands silverware; Wiholesalers..5.. 12. 1s ete ee ee February 
NOSNTAG ICS oie eee ee oer eee Reel ety IES res. 5 TUTE S Wo Heb c June 
iIseather Goods, Retailers? tis. ooo 2 sie 4 pore hor Rope eee oe ee ee ee January 
MimessProductions sare rks Bi eee ead AA Hs a iy a ee November 
icumibersbroducts; | Manutacvurers-ceea pees cerita ae eee October 
Lumber and Building Materials, Retailers.................. November to February 
NMatl-orderkilousesind ides ¢ Aesth eae eee ae ee ee ee ee ee January 
Mattresses | VMianutacturerst-. caro. ons uicieeuis ak cy ee OS ae eee July 
Mes tr ba Chen Pines aa sk cctaa, jnch niin rea tarenetan ys ah her Ca nee ae ea ne ne ee October 
Mallimeryy Retailers. 0c. 220 cee ee hee ee ne, ea June 
ING WSDE DELS i xsi ecole Se ES oo Ree, © any ta, ee August 
Offices Buildings) 2.50 tenet. 6 ae LG ee ek ro ee May 
Ofice supplics*sRetarlers's) Ove ee eae ee May 
OPE ROCUCHOD soap sitet os Sort nee ee tae ae ea ee June 
OrsWwelltSupplierss\Manutacturerss seer. mene arene enn December 
Paints, Varnishes, and Lacquers, Manufacturers....................... November 
aperVnlis, ae saci Siete <2 a hoe comin Me ee ees Oe ee ee July 
Raper:4W.holesalers:.im:, <5 eee eee ROMP Aaa te oe Leen ve June 
Raving Contractors). Smt a aGccaplen, vor aaah aN near ee Pee a ee March 
POLO STAD NETS Meir acteas co ccices eo VeC Gn ie a PT esgic ee ee April 
Riumbersa@ Materials Wholesalers... ¢ ie nea ee February 
Poultry: Farms oi. Sheikh it tae, See aE a September 


Bublical]tilities:. 5520 y55s.0:4,0 by et Wee a ee Le Re Pee ccomben 


Radio and Television, Wholesalers 
Radio and Television, Retailers 


eee int Secs a January 
tiny: Seca Re aan January 
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Natura Bustness Year Crosines (Continued) [Schedule 15 (Cont.)] 
a aa a em A a el i IN ae ee 
Trade or Industry Closing Date, Last Day of: 
Ready to=weanpluadies aevetallergin cet) | aemisnens @uteae ten ere eae eg. January 
OT ERAENEKIOE,, IMENTEARU ONS. 6 oa Se oes com Can he Meera bee Chis Semen bene July 
EVES UATE NUS ee SPENT Pee eos cytes nthe oe To. eR ES id, 44 Gc oe oS June 
Roofing and Waterproof Paper, Manufacturers.....................--.0000. June 
EubbemGoodse Manulactunerss::eeae en: acne aan October 
Ripper liresw Vian iiacturers rsh. py tee Sle see eke octane bie See: October 
ALO Ver saa TCE Lehner ss armen ert CEMA fo Sas let ena, Ned ty a heen ee June 
DecusmanvinolesalerssancdeRetailenstrsseqmne cies s teate cleansed i clsne te eee June 
sheep VietalveMiamiufacGurersites <5. qcq soto) wesw oes kann dcr vee RM, meee occa March 
hoes VWianulacturensteaweamn 4 facet sok xale leone eeu noes November or December 
SLavlONChy MeL ClallOls ememta ne one TEN Wk hers cue soba s, cone teat oie scan ce ne June 
Stccleondeironsbroducts ss Manutacturersase: aces es So eso anaes June. 
SLOVesmanGenurnaces w\VianuLactunerseawe rm i.e. ele ages 1. sone eee June, 
Sumas eet mV amuiac LUGS Are. «on cies cu: yon Sens Moa ois oa ey sd lve tances cache ee June 
Ulu EV fini CMmRIe RN Nee eat cone co. URMRCOM Fak Shoots ls le nos taut Seen peat March 
Nvallnaoerae Vila muiact Ur Crs) cy.re tance eee ic aati tas aloe elias Sone aeeaceen etowea June 
WATCH OUSE RS OOlUgS lOLAC Cre. he kag at ae nna mir, it sero nous Penh) eae March 
Work Clothing, Manufacturers....... FO ee er ee en ner November 


information gives a supplementary picture of the extent of the swing of 
seasonal operations in each individual enterprise. 


Suggested Closing Dates 


The fiscal closing dates listed on pages 215-217 are recommended by the 
Committee on the Natural Business Year of the American Institute of 
Certified Public Accountants. These dates represent the low points of the 
seasons in the respective lines of business activity; receivables have been 
largely collected, inventories sold, and liabilities paid. 


ILLUSTRATIONS OF RELATIONSHIPS 


The unfavorable relationship of excessive current liabilities to tangible 
net worth is illustrated in three different situations on the following pages. 
These examples are a manufacturer and retailer of men’s clothing, a 
wholesale dealer in liquors, and a builder of yachts and launches. 


Manufacturer and Retailer of Men’s Clothing 


Fifteen years ago two young men, one twenty-eight years of age and the 
other thirty-one years of age, organized the Men’s Clothing Company, 
Inc., in New York, with a paid-in capital of $16,500 to manufacture 
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men’s suits, topcoats, and overcoats. Both men had spent their entire 
business careers as employees in this field, one as a designer and the other 
as a salesman. Their new enterprise, however, did not begin operations 
in a particularly propitious manner. The concern earned a little profit or 


[Schedule 16] Men’s CLoTuiIne Company, INc. 
Comparative Figures for Years Ended December 31, 19— 
(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
(CASHMAN E, HS PRE OT IIINE coors core hed eae $ 6,618 $ 8,246 $ 13,807 
Gay A Wa Scat tec ce ee we eee ree 13,862 20,079 13,514 
Ga OMIOVA Fs 85% a ee oe eats eee ols te 86, 928 120,952 183,311 
CurreniBASsetsiee awn ate ee $107, 408 $149 , 277 $210 , 632 
xed BASSES MINGUS #0 fee.tmct. F.1) wnese cow, 4,790 6, 593 6,270 
Miscellaneous Receivables............. 10,116 7,739 22,872 
Deferred ‘Charcés: «4 wot sent nee 7 100 x 100 5,591 
SGU NIB ot Fre i eine ae Oe ncn Smartt $122,414 $163,709 $245 , 365 
LIABILITIES 

Notes Payable to: Bank........-.-....- $ 5,261 ee ord Damo yield 
Notes Payable for Merchandise........ ........ 4,602 3,280 
Nccounts Layable:.. 25... . see: sp AE A8t 68, 688 132,087 
INCOMES Me fhee. ce kent one ee a Ma 3,694 3,856 875 
REST CSLOLe LXER ete ae ohare ce Noms (5 LIP 7,402 14,914 
WuertosContractors: oo eed eee te 10, 517, 19, 456 18,432 
Cunnent Eiabuiites. 9) eee $ 72,770 $104,004 $175,359 
5% Cumulative Preferred Stock........ 20,000 20 , 000 20 , 000 
WormmMnOons OLOC Karte sets ees eee 26, 100 26, 100 26,100 
IMENTS TPO pcodens Sislgth sacs a S'ha Aer c al 3,544 13,605 23,906 
ER OMAN Feat Rie erste. os ra Ree ue a $122,414 $163,709 $245, 365 

INVA Mord ap CCHOOITT | a, Bene ae $ 34,638 $ 45,273 $ 35,273 
COTRG ORIEL TOR CS SRS A oy ERP, ae oe 1.47 1.43 1520) 
LEG OG AOE INCE VWWOTREO: 45.4.6 1e6 bt eon Aan & $ 49,644 $ 59,705 $ 70,006 
INCEUSTSEW Sh lek meee re eee ee ee a $650, 568 $762 , 482 $798 , 523 
Net Profit IN iS BS a ae ah a sh «Ba tle ae 169 10,061 10,301 
Dividends ys Biss see Seer cies} None None None 


showed a little loss each year for the first 6 years of its existence. By that 
time the tangible net worth stood at $17,242. 

The management 5 years ago decided to discontinue sales to retail 
stores, to enlarge its quarters, and to sell on the premises direct to the con- 
sumer, in other words, to combine manufacturing and retailing opera- 
tions, a trend which was becoming recognized as sound and profitable in 
the clothing industry. The plan was successful and sales exceeded all ex- 
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pectations. The enterprise began to do better, net profits were largely re- 
tained in the business, and 3 years ago the tangible net worth showed a 
remarkable increase to $49,644. The comparative financial condition for 
the past 3 years is shown in Schedule 16. 

Each of the financial statements in the comparative figures is dated 
December 31. This date was in the middle of the season for a concern 
carrying on both manufacturing and retailing operations. The current 
debt would normally fall to a low point in June, which would be just prior 
to the receipt of substantial quantities of piece goods to be cut up for fall 
garments. The peak debt would be reached 4 months later in October, 
which would be the top of the autumn manufacturing season. 

Operations during year A were typical of these seasonal fluctuations 
with a minimum current debt, as shown in monthly trial balances, of $96,- 
660 in June, and a maximum current debt of $225,000 in October. On the 
statement date for year A the current liabilities of $175,359 were on the 
way down. During year B, the minimum current debt amounted to 
$76,920, and during year C, to $59,170, both in June. 

Not only were the current liabilities on each fiscal statement date con- 
siderably in excess of the respective tangible net worth, but even at the 
low point of the season for each of these 3 years, when liabilities normally 
should have been almost completely liquidated, the debt was greater than 
the tangible net worth. At all times during these 3 years, the creditors in 
the aggregate actually had more funds at stake in this enterprise than the 
two owners of the entire outstanding stock of the corporation. The follow- 
ing schedule shows not only how heavy the current liabilities had been on 
each statement date for these 3 years, but how the relationship with the 
tangible net worth had been going up, not down. 


Year C Year B Year A 

C@urrembelsiaUithes ten. 6 tes oe eee e ee $72,770 $104,004 $175,359 
stancible NetewWorth:..-22.05-2--407 62s os: 49, 644 59,705 70,006 
Ratio of Current Liabilities to Tangible Net 

WAOL Clee ener Awe nes ee ke Sey coens: Pe Ea sb 146.5% 174.2% 250.5% 
MinimaumuECurrent-ebten.2+ os aos see. $59,170 $ 76,920 $ 96,660 
Ratio of Minimum Current Debt to Tangible 

INC ROl tb beroeetrat Gintye tree ats. Sei bie oe 119.1% 128.8% 138.0% 


Between year C and year A, the current liabilities on the statement 
date expanded from $72,770 to $175,359, or 131 per cent. At the same 
time, the tangible net worth increased from $49,644 to $70,006, or 40 per 
cent. This disproportionate and steady increase in the current liabilities on 
the respective balance sheets is readily seen in the direct relationship be- 
tween the two items, the ratio of the current liabilities to tangible net 
worth heading skyward from 146.5 per cent to 174.2 per cent between year 
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C and year B, and then to 250.5 per cent in year A. This last ratio is in the 
stratosphere. 

Further substantiation of the fact that the current liabilities were heavy 
is found in the increasing figure of minimum debt for each of these three 
years. This figure expanded from $59,170 in year C' to $76,920 in year B, 
and then to $96,660 in year A. The relationship between these debt figures 
and the tangible net worth likewise was augmenting. This ratio rose from 
119.1 per cent, to 128.8 per cent, to 138.0 per cent. Although opera- 
tions had been extremely profitable over these years, the financial con- 
dition had been getting more and more out of line. Any appreciable 
increase in these liabilities could very easily cause financial jitters for the 
management. 

Condensed Analysis. The comparative figures in Schedule 16 disclose 
the typical condition of a concern which is overtrading, that is, handling 
a volume of business that is large in relation to its net working capital 
and its tangible net worth. This situation had become more and more 
aggravated on each of the three fiscal dates, and in year A was very mate- 
rially out of line. Such a condition, as explained in Chap. XV, results 
in heavy current liabilities, which become a critical burden in a period of 
suddenly falling prices or in a period of difficult collections. There is no 
room for turning around. There is no reserve in the balance sheet and any 
slight disturbance to the income makes it impossible to meet obligations 
on schedule. In this particular case, the financial condition was charac- 
terized by a heavy inventory, excessive current liabilities, and a substan- 
tial, uncalled-for item of miscellaneous receivables. 

Three steps could be taken to remedy this situation, all of which would 
center around a reduction in the current liabilities. First, the miscellane- 
ous receivables of $22,872 could be collected. This step would provide cash 
to reduce the current liabilities a corresponding amount. If carried out 
in year A, the net working capital would have been $58,145 instead of 
$35,273. Second, the net sales could be reduced approximately 65 per cent 
or brought down to the neighborhood of $275,000. Many managements 
have the predominant idea that large sales are the objective of the busi- 
ness enterprise. Not sales, but net profit is the real objective. For year A, 
net profits amounted to only $10,301, or 1.29 per cent on sales. The sales 
could be reduced by raising prices; undoubtedly equal dollar profits would 
be earned by raising the percentage of net profit on net sales. Net sales of 
$275,000 would give approximately four times turnover of tangible net 
worth and five times turnover of the enlarged net working capital of 
$58,145, fairly rapid but satisfactory turnover relationships. Third, if the 
annual volume was reduced 65 per cent, the inventory could be reduced to 
around $55,000. The difference between the inventory of $183,311 at the 
end of year A and $55,000 would then be applied to reduce the current 
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liabilities, and the balance sheet as a whole would then reflect quite a 
normal financial condition. 

If by any chance the miscellaneous receivables or any reasonable part 
of it could not be collected, then the figures suggested in the preceding 
paragraph would need to be adjusted accordingly. 


Liquor WHOLESALE CORPORATION (Schedule 17] 
Comparative Figures for Years Ended February 28, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

(ORVEINY oi cen ee Oe A eee $ 23,200 $ 35,089 $ 37,936 
Notes Receivable............... 43,861 56, 656 36, 182 
Accounts Receivable............ 317,651 371,560 283,163 
i eCmtOny seeks arid ne, Rhee: cts ee 421,020 338 , 350 454,605 
ORE ENECASSELS We eer ee $ 805,732 $ 801,655 $ 811,886 
Furniture & Fixtures, Net....... 13,390 15,716 16,685 
Cash Value of Life Insurance.... .......... 240 250 
Due from Officers and Employees 3,714 Be LUBY 2,048 
Deferred Charges.............. 14,006 MeO 52, 115}, 33h 

IPOS IS Sw tos Se ae RS eee $ 836,842 $ 837,820 $ 844,402 

LIABILITIES 

Notes Payable to Bank......... $ 99,281 $ 31,190 $ 23,282 
Other Loans Payable, Secured... 175,758 160,164 51,441 
Trade Acceptances............-. 29,083 41,416 4,613 
Accounts bay ables eer oa «eee 233 , 296 271,346 438, 244 
Accruals and Laxes: ....-.< 5 5c 72,908 93 , 638 95,832 
Cunrent Inabilitiess...0 ne: $ 610,326 $ 597,754 $ 613,412 
5% Cumulative Preferred Stock . 75,000 75,000 77,500 
Coummongs cocker weak ae 95,070 95,070 95,070 
Retamed BHarnings,.......... 7: 56,446 69,996 58,420 

LOTALM AS es Seen $ 836,842 $ 837,820 $ 844,402 
Net Working Capital............ $ 195,406 $ 203,900 $ 198,474 
COPHALENTUINOS 5 Soc SOROS tees 32 1.34 LB 
Tangible Net Worth............. % 226,516 $ 240,066 $ 230,990 
INetySalesteis- @. Ate tt. Pereira $2 , 962,554 $3, 261,522 $3 , 555,915 
eter Olts netes Ao tee 1,424 18,800 (L)6,326 
Divi dencdsarre rte te shen 5 a0) 5,250 5,250 


Wholesaler of Liquor 


Shortly after the repeal of the eighteenth amendment to the Federal Con- 
stitution, the Wholesale Fruit & Produce Company, Inc., Philadelphia, 
organized a department to distribute wines and liquors. The department 


D227, INTERNAL ANALYSES OF BALANCE SHEETS 


expanded rapidly and profitably. This department was separately incor- 
porated 6 years ago as the Liquor Wholesale Corporation. The outstand- 
ing preferred stock was retained by the Wholesale Fruit & Produce Com- 
pany, Inc., while the common stock was distributed as a stock dividend 
to the common stockholders of that corporation. Operations were con- 
tinued on a very profitable basis until 3 years ago when retained earnings 
of $56,446 had been accumulated. Since that time, net profits have been 
neither as large nor as steady. Net profits for year C amounted to $1,424, 
for year B to $18,800, while for year A a loss of $6,326 was assumed. The 
comparative figures for these 3 years are exhibited in Schedule 17. 

The outstanding characteristic of these comparative figures is the con- 
sistently heavy current liabilities. In this case the liabilities did not go up 
steadily with an ever more disproportionate relationship, as took place 
with the Men’s Clothing Company, Inc. In fact they dipped from 
$610,326 to $597,754 between year C and year B, and then increased to 
$613,412 in year A. 

Wholesale enterprises generally have a somewhat smaller seasonal fluc- 
tuation in liabilities than do manufacturers. Wholesalers of liquor invar- 
iably have their heaviest debt in December when many retail stores are 
owing for holiday purchases; their minimum liabilities occur in June or 
July as a result of the summer liquidation of inventory. With these sea- 
sonal operations in mind, it is evident that the ratio between the current 
liabilities and the tangible net worth of the Liquor Wholesale Corporation 
was heavy for each of the 3 years. 


Year C Year B Year A 
Currentaliabilitiesses: ek eae Nate ee $610 , 326 $597, 754 $613, 412 
Mang iblewsNete Worth gearhead. as 0) ne ea eee 226,516 240,066 230 , 990 
Ratio of Current Liabilities to Tangible Net 
AWOL 2 ni Wait yen apres ry en ce, Lt eee ae 269.4% 248.9% 265.5% 


In year C, the ratio of the current liabilities to tangible net worth was 
269.4 per cent. In the following year, the current liabilities dropped 
$12,572 and the tangible net worth swelled $13,550, causing a moderate 
drop in this ratio to 248.9 per cent. In year A, the current liabilities in- 
creased from $597,754 to $613,412 and the tangible net worth decreased 
from $240,066 to $230,990, moving the ratio upward to 265.5 per cent. 

This is another case of overtrading, that is, the annual volume of busi- 
ness was very substantial for the net working capital. Consequently heavy 
liabilities were the result, with creditors providing more than twice as much 
funds to operate the business from day to day as was actually invested in 
the enterprise. 

The fact that the current debt was obviously heavy was verified by the 
nature of three of the five items that comprised the current liabilities in 
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the comparative figures shown in Schedule 17, (1) Notes Payable to Bank, 
(2) Other Loans Payable, Secured, and (3) Trade Acceptances. The notes 
payable were in odd rather than in round numbers, which is unusual for 
bank borrowings. Odd numbers would indicate that the borrowings in 
year B and in year A, and at least part of the borrowings in year C, were 
represented by discounted customers’ notes receivable, and were not cus- 
tomary borrowings on the straight note of the corporation, a fact that 
implies some modest lack of confidence on the part of the lending bank. 
On investigation, this inference was verified. Secondly, the existence of 
such an item as Other Loans Payable, Secured would indicate that the con- 
cern had been finding it necessary for at least 3 years to borrow funds to 
help pay overhead and some trade obligations by pledging certain of its 
assets. On investigation, it was learned that some accounts receivable 
(chosen by the lender and so presumably the best) were assigned to a 
finance company with a margin in favor of the lender of 3314 per cent for 
the loan. Third was the item of Trade Acceptances, which are generally 
given to obtain more time to pay an obligation. Trade acceptances are 
used extensively in the liquor trade, but they are never given by a concern 
that is in an easy financial position and rarely by any except those in a 
somewhat strained financial condition. 

Condensed Analysis. The answer to this problem is similar to the analy- 
sis of the figures of the Men’s Clothing Company, Inc. An excessive volume 
of business was being handled. The annual sales should be reduced from 
approximately $3,500,000 to $2,500,000 as an outside limit, and the lines 
of merchandise with the smallest markup eliminated. Such a reduction 
would allow a decrease of $125,000 in the inventory and approximately 
$100,000 in the receivables. This $225,000 reduction in the current assets 
would provide the funds to reduce the current liabilities to $488,000 on 
the statement date, and to a somewhat larger figure at the peak in Decem- 
ber. Current liabilities of $488,000 would still be quite heavy, but in view 
of the ready marketability of the inventory, concerns in this line have 
been able to incur heavier liabilities than most other lines of wholesaling. 
At the same time the income figures would need to be studied. The loss in 
year A would indicate that the business was being handled on an insufh- 
cient markup in order to gain volume at competitively low prices, or that 
certain items of expense had been excessive. The suggested reduction in 
volume would simultaneously call for this examination. 


Builder of Yachts and Launches 


The Shipbuilding Corporation, located in Seattle, was incorporated in 
1896 by Fred S. Adams to build small pleasure sailboats. From its very 
inception, the control of the corporation has remained in the hands of the 
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Adams family, the enterprise today being actively managed by a grand- 
son of the founder. 

From a very modest beginning, the business was built up out of retained 
earnings to a tangible net worth of $990,000 and annual sales of $1,600,000 
at the peak of “good times.” Activity spread to the construction of larger 
and larger boats, contracts being accepted to construct diesel-propelled 


[Schedule 18} SHIPBUILDING CORPORATION 
Comparative Figures for Years Ended December 31, 19— 
(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
Casi tio 1h SOA, SE ae $ 91,301 $ 89,474 $ 49,609 
Accounts Receivable............... 36,995 28,169 44,366 
IMVENTOLV Ac oe eee Ee 245 ,059 185 , 325 158,016 
Govt Contractsum serocesste ea ers enn ee ey ee 184,031 
CurrentcAssclsauen ta ene ee $373 , 355 $302 , 968 $436 , 022 
Real siistaer<as seo. een 190,872 190,872 192, 563 
Plant, Net after Depreciation....... 92 , 684 90 , 342 100,572 
Machinery and Equipment, Net.... 47,048 42,435 60 , 332 
Miscellaneous Receivables.......... 2,590 ANS eee baie ee 
Prepaidslixpensess ane ance 7,486 5,029 5,593 
IPAtentss era ate ee oe ete eens 1 i 1 1 
PORTAL Part se fle, ee $714,031 $635, 825 $795,083 
LIABILITIES 

Notes Payable to Bank............ $100,000 $100,000 $300 , 000 
Customers? Deposits.) see. ane a Oz A108 28,0385) ma breeds 
ACCOUTtSEbavalble pare ee eee 12,761 9,598 112,316 
PAC CLUS Sacer nene ty cranes Ue wee ee Te WANS 3,029 19,275 
ReservestoreTaxes? 3) .2) A DE IA eee 4,572 10,007 
Cairentuaaviliiies meen es eee $172,642 $145 , 234 $441 , 598 
CommonrStock= = ee 525,000 525,000 525,000 
Surplustee? ear eae ee A 16,389 (D)34, 409 (D)171, 616 
Oman 234 oes ert Pe eet $714,031 $635 , 825 $795,083 

Net Working Capital............... $200,713 $157, 734 $(D)6, 576 
Crinnentyiugio eee ee eee 2.16 2.08 0.98 
ING EGHONE INGE NYO O.. oe en oe» SEZ GR $490, 590 $353 , 484 
Nett Salles ary ec Fie. B tp tise pele de eos $426 , 364 $663,715 $722,918 
INGER ro lity peek co anise Pe: 15,328 (L)50,798 (L)137,106 
Dividends= caer ter None None None 


private ocean-going yachts which cost up to $265,000. As a recession 
developed, less and less business materialized, the annual volume dropping 
in one disastrous year to $283,000, with consequent heavy losses reflected 
in successive income statements. By the end of year C the tangible net 
worth had dropped to $541,388 and by year A, to $353,484. Comparative 


figures for the past 3 years disclose the unique financial conditions shown 
in Schedule 18. 
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The figures for year C reflect a satisfactory financial condition, although 
the tangible net worth at $541,388 was materially below the peak figure of 
$990,000. A net profit of $15,328 was earned for this year. 

During the latter part of year B, contracts were obtained from the 
United States Navy to construct five harbor tugboats. Now the financial 
condition began to head downward. A loss of $50,798 was assumed on 
operations for this year. During year A, three of the tugboats were com- 
pleted and delivered. They failed to come up to specifications, and change 
after change had to be made, involving very substantial additional ex- 
penditures. The tugboats had been constructed with steel hulls whereas 
the experience of the management had been largely with wooden hulls. 
The three tugs were finally accepted by the Navy Department, but oper- 
ations on the increased volume showed a heavy loss of $137,106, increasing 
the deficit in the surplus account during the year from $34,409 to $171,515 
and turning a net working capital of $157,734 into a deficit of $5,576. In 
this process, the current liabilities, which had been quite modest in com- 
parison to the tangible net worth in year C and in year B, became very 
heavy, as the following comparison clearly shows: 


Year C Year B Year A 
Currentelaa bilities tan. kis ae ee Sees eee $172,642 $145 , 234 $441 , 598 
manpables Net) Worth: 1 Sh uieianteiractell «cen sede 541,388 490, 590 353, 484 
Ratio of Current Liabilities to Tangible Net 
VWVORG Ms 65 oS reas eR eee om 31.9% 29.5% 124.9% 


Between years C and B, the current liabilities were reduced from 
$172,642 to $145,234. Simultaneously, the tangible net worth dropped 
moderately from $541,388 to $490,590, bringing about a reduction in the 
ratio of the current liabilities to the tangible net worth from 31.9 per cent 
to 29.5 per cent. A spectacular change now took place between year B and 
year A. As a result of the net loss of $137,106, the tangible net worth 
dropped from $490,590 to $353,484 and the current liabilities rose like an 
interceptor airplane from $145,234 to $441,598. The ratio of the current 
debt to tangible net worth became 124.9 per cent. Another year like year 
A would bankrupt this enterprise. 

Condensed Analysis. For many years up to and through year C, the 
fundamental problem of this corporation had been to obtain an adequate 
volume of business. Additional sales were obtained in year B and in year 
A, but losses were assumed instead of profits earned, merely because the 
management had not been sufficiently trained or skilled to handle the new 
type of business that it had secured. If its products fail to meet contract 
specifications in the year or two following year A, or if its manufacturing 
expenses and overhead are too high, losses will continue, the disparity be- 
tween current liabilities and tangible net worth will increase, and the final 
curtain will be rung down on this venture. On the other hand, if the man- 
agement has learned from its recent experiences how to handle the pro- 


226 INTERNAL ANALYSES OF BALANCE SHEETS 


duction of new types of boats more efficiently, if profits are earned and 
retained in the business, the situation may be gradually but slowly im- 
proved. A long difficult row is ahead. 


TYPICAL RATIOS OF CURRENT LIABILITIES TO TANGIBLE 
NET WORTH 


Thousands of business enterprises become financially embarrassed each 
year because of the receipt of too liberal extension of credit. For many 
years, students of business failures classified a large percentage of these 
annual difficulties as being due to “‘lack of capital.” It is probable that a 
more careful study of these situations would have developed a modified 
classification of the “‘unsound or inexperienced use of capital” rather than 
‘lack of capital.’’ Concerns that need the excessive use of too liberal credit 
are generally those which overtrade, that is, handle a volume of business 
that is too large in relation to the net working capital. The managements 
of such enterprises seize upon every source of available credit; the more 
pressing the need for more credit, the more vital seems to be the so-called 
“lack of capital.” From an analyst’s point of view, this excessive use of 
credit becomes nothing more than heavy liabilities, generally current 
liabilities. The measure of that use is the relationship between (1) the cur- 
rent assets and the current liabilities, (2) the current liabilities and the 
tangible net worth, and (3) the minimum current liabilities during the 
year, as shown from monthly trial balance figures, and the tangible net 
worth. 

The figure of minimum current liabilities needed for this third com- 
parison is never readily available, as it appears in no financial statement 
normally issued to those outside the management of a business enterprise. 
However, it is a figure that is often extremely helpful in analysis and is 
now being requested on the financial statement blanks of an increasing 
number of financial institutions, mercantile creditors, and mercantile 
agencies. The figure never appears in annual corporate reports to stock- 
holders. It can generally be obtained in a direct personal interview with a 
member of the management staff. However, as more and more business 
enterprises use the natural business year for fiscal purposes, this figure in 
an increasing number of situations will be the current liabilities that ap- 
pear on the statement date. 

Typical ratios of current liabilities to tangible net worth for 37 lines of 
manufacturing activity, 18 lines of wholesaling, and 11 lines of retailing 
appear in Schedule 19. These ratios are given for 66 lines of commercial 
and industrial activity for each year from 1960 through 1964, based upon 
operations for the respective years, and then a final ratio representing an 
average for the 5-year period. 

The variations are broad in the typical (median) ratios of current lia- 
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Ratios oF Curren?’ LIABILITIES TO TANGIBLE Net WortTH 


[Schedule 19] 


Percentage 
Lines of Business Activity Median P 
Five- 
Year 
1960 | 1961 | 1962 | 1963 | 1964 | AY°T#2° 
MANUFACTURERS 
Agricultural Implements and Ma- 

chimery 2... 27.9| 29.9] 31.0] 48.9] 44.6] 36.5 
Airplane Parts and! Accessories. . 58.5] 53.1] 61.0] 54.9] 46.5 54.8 
Automobile Parts and Accessories. . 24.4] 30.0] 33.0} 36.3] 39.2 32.6 
ar seein nena WAR aPY. Sth Seer Atte PAF) BALE OLA ele) A375) Pes. 
Bedsprings and Mattresses.......... P20) |) Bkioe} || PPA.(6) || PHESG|| stil) 27.4 
Bodies, Auto, Bus, and Truck........ 34.7} 40.3] 47.0] 46.9] 53.4 44.5 
Bolts, Screws, Nuts, and Nails.......} 27.5| 30.5] 24.6] 31.1] 36.7 30.1 
Breweries. . : Sabb esr osaoal) 24a |) PATON wissen se) az 19.5 
Chemicals, Tadustrial. id | UR ieee alte Oil) 2428) ee2G. 2 e265 18 2989 27.2 
Coats and Suits, Men’s and Boys’....| 67.3} 73.6] 77.2] 92.7] 81.9] 78.5 
Coats and Suits, Women’s...........| 94.5] 94.6] 94.7] 96.4] 114.1 98.9 
Gontectioneny aan ee aun Ce eas eae De 33) BB || PI BS |) es 6G S22 
Contractors, Building Construction...| 76.6] 75.6] 62.1) 107.6| 126.3 89.6 
Contractors, Hlectrical.............. AN || BG ABA || SPA Orr ets 54.8 
CoutonuClotheNiallsie aaa ae 1584) 17.4) 15.6)91429)| “1829 16.4 
Dresses, Rayon, Silk, and Acetate..... 102.7] 135.9] 109.5] 132.2|)126.3| 121.3 
TALS SP ee ae en ee Nes 2 eee 2479)| 23-2) 26.2) 30.3) 34.31) 2708 
Electrical Parts and Supplies......... 29.8| 40.0} 34.5| 43.9] 39.4) 37.5 
Foundries, Iron and Steel............ 2005) |Pe22ea| 24 OmSORO 2on0) PRS es 
Fruits and Vegetables, Canners...... 66.7) 44.6] 73.5| 58.4) 56.0} 59.8 
Furniture. . Kaa esoeaedoes coll Psidl| BPA SBCA akeh keyl| alaS) ove 
Hardware and Tools Bs SHOR ae oe 23,8) 2456) 22,0)" 25.5) 24.8 24.1 
JeORNA Ge SS Ste a ne Coton ae Reece PE e)| Cheesy atl Gy Bye || Siie74|| tO) il 
GTM Tete eee See ay ees ae es 17.1] 22.4] 18.8] 41.8] 30.6] 26.1 
Machine Shopsarh eae oc eter ai ee DARI N23=2 | 225263193329 B3a.8- |e zon 
Meats and Provisions, Packers.......| 382.1] 27.7] 33.4] 33.5] 32.3 31.8 
MetaleStampingsimnrs yaa soe IO B39 | CA SYA Se. || S00 
Outerwear, Knitted. . spacoel COO!) ibs |) Geel) C225) Cea 7axs 
Overalls and Work Clothing. . Fae etn 34°57) 39.2: 53.5) 51.5) 4821 45.4 
Paints, Varnishes, and Lacquers...... 2622)|- 25.4 23:0) 2421) 24.6 24.7 
PAN Cie aie Sener ie beat Ris, opted ane he See ah IGS) WO Wess, POS | le 18.6 
Paper Boxes tas. hate sso tnt tenn te 36.4 31.2) 2052)) 3202)) 3721 31.4 
Printers, Job.. . soo al) OPA 25) CXsco |) BPE) evAarss|| “ai 320 
Shirts, Underwear, and Pajamas, 

WMrsts On SOS Siete ed acer 77.8} 103.8} 98.3]103.1]122.6] 101.1 
Shoes, Men’s, Women’s, and Children’s} 49.7} 63.9] 61.2) 69.2} 72.4 63.1 
Soft Drinks, Bottlers.. 221) S213) 2428: 31 26) 93425) 2689 
Structural Iron and Steel, ‘Fabricators. RO Ih|) BGI} BH Oiled | 47.8 39.7 
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Ratios or Current LiaBILiTies TO TaNncisLE Net Wort (Continued) 
[Schedule 19 (Cont.)] 


Percentage 
Lines of Business Activity Median Five- 
Year 
1960 | 1961 | 1962 | 1963 | 1964 | AV°™88° 
WHOLESALERS 

Agricultural Implements and Ma- 
chinery....... oo lh Oh.) |) HRS | ZR T 2Oe@)| Sil 8 43.4 
Cigars, Cigarettes, and Tobacco. ee FEO OEE” |) ADD || WBC || cehiow) 77.8 
Confectionery... padenosscol| Bes || A¥GO |! Gil) Ss} 6 os. 50.3 
Drugs and Drug Sundries. WS eS ob Hoan Polls| OSaO) Oona oon 56.8 
ID RVG OOUS® ms oth ae ots es ce oat ee 48.5 | 52.0 | 56.5] 109.9] 108.4 (Sed! 
Electrical Parts and Supplies......... 522) 53204 eO2ee) Onda eons 64.1 
Fruits and Produce, Fresh........ 29.6 | 33.4 |] 24.5] 40.2] 47.3 35.0 

Gasoline, Fuel Oil, and Lubricating 
(OY rie cite ni Ge N eee eA eo 3179) | 24-1 || 3272) 385.9) 36.9 32.2 
Groceries? & eee ch ee ee 54.9 | 55.4 | 60.3] 69.1] 67.6 61.5 
LATO Wane: Pkt cn 5 otek: ta aren: 29.7 | 31.7 | 34.9] 44.6] 46.1 37.4 
Household Appliances, Electrical.....} 82.1 | 69.6 | 82.9] 72.7] 71.3 19.0 
Lumber and Building Materials...... 28.4 | 30.9 | 25.6] 47.8] 50.2 36.6 
Meat-and Meat Products............| 44.4 | 58.4 | 75.0] 48.7] 41.7 52.6 
Paints, Varnishes, and Lacquers...... GAL AS) | PPAPD | Psyc IE NP is) JI || 7223), 26.2 
LES) OVE ean AO eee igs Re ee ako 47.3 | 48.5 | 45.6] 538.9] 62.2 OLE 
Plumbing and Heating Supplies......| 28.6 | 28.3 | 37.2) 46.3] 45.9 37.3 

Shoes, Men’s, Women’s, and Chil- 
VENUS 5. tee Peet ones). eae ot ays 60.3 | 68.8 | 82.3] 79.3] 74.6 (eal 
\Vabayes) Ghavel IbiKo(ienee.. Suukee ogee ox 61.4 | 46.0 | 65.5] 50.6] 59.8 56.7 

RETAILERS 

Clothing, Men’s and Boys’.......... 49.4 | 46.6 | 41.9] 48.6] 45.9 45.5 
Clothing, Men’s and Women’s....... Bal er |) BG) || BOo7 |) 20.8] ZO 37.8 
Deparinrenit Stores: sie ee ok ee 29.2 | 29.4 | 29.4] 31.8] 34.9 30.9 
DISCOUDUISLOLES secret ome ees eee See | eooe (IPO KO Ceram eile 
hurnishings @Vienss fae ne eae eee 43.0 | 43.1 | 36.6) 50.8} 57.5 46.2 
JENVH RUTTEN E Se. Cuneo en ame ame ore EA a 62 32.7 | 20.4 | 35.5] 48.0] 48.6 30.0 
Groceries and Meats................| 50.9 | 51.5 | 44.0] 48.9) 49.5 49.0 
ELATAW ATCA ye. ee oe toe ee 26.0 | 14.6 | 16.5) 29.0) 28.6) 22-9 
Lumber and Building Materials 2 Oa 2G 20s ee Ollie Oa 23.1 
Shoese— eet cee. Ser heres 38.6 | 38.4 | 40.9] 40.9} 45.3 40.8 
Women’s Specialty Shops.....25....-|) ol. 2) |) ol). 2 al mO0L9) Dor 47D Sa 0 55.3 


bilities to tangible net worth between different lines of industry and 
commerce. Cotton cloth mills had the lowest 5-year average of 16.4 per 
cent, followed by manufacturers of paper with 18.6 per cent and breweries 
with 19.5 per cent. At the other extreme are manufacturers of rayon, silk, 
and acetate dresses with 121.3 per cent, discount stores with 110.2 per 
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cent and manufacturers of men’s shirts, underwear, and pajamas with 
101.1 per cent. In 23 instances out of the 66 lines of industry and com- 
merce included in this table—10 lines of manufacturing, 11 of whole- 
saling, and 2 of retailing—the 5-year averages of this ratio exceed 50 
per cent; in other words, the current liabilities are greater than one-half 
of the tangible net worth. The highest 5-year average ratio of current 
liabilities to tangible net worth among the 18 wholesalers is shown by 
wholesalers of cigars, cigarettes, and tobacco with 77.8 per cent. 


Maxim 


The commercial or industrial business enterprise that has heavy current 
liabilities needs considered attention. The time always comes when a lia- 
bility must be paid. Experience in the analysis of many thousands of 
balance sheets in all lines of business activity in good times and in poor 
has indicated that when a commercial or industrial concern has a tangible 
net worth between $50,000 and $250,000, its operations should be care- 
fully analyzed if the current liabilities exceed two-thirds the tangible net 
worth; if the tangible net worth is greater than $250,000, its affairs should 
be studied closely if the current liabilities exceed three-quarters of the tan- 
gible net worth. 


THEORY AND PROBLEMS 


1. Discuss the evolution of and the theory behind the ratio of current liabilities to 
tangible net worth. 

2. Define the term natural business year, and explain how you would determine it for 
(a) a retailer, (b) a wholesaler, (c) a manufacturer. 


3. Describe the natural business year of (a) a manufacturer of fur coats, (6) a depart- 
ment store, and (c) a manufacturer of furniture. 


4. State at least three advantages (a) in taking inventory and (6) in closing accounts 
and preparing financial statements on a natural business year basis. 


5. Below are given the ratios of current liabilities to tangible net worth for 10 lines 
of business. After each item place the capital letter which describes that partic- 
ular ratio: G, good; F, fair; P, poor. 


a. Manufacturer of auto parts and accessories......... 42.2 
6. Manufacturer of confectionery.................... 23.8 
Com RTI AC U ULI Tan © La CLT, U 2. SR Pee ere a 87.7 
Gj, JONIRe Oi WACENE) NG! RONAN, oS see oe CAE 
euVanubacturen Ot DAaperaWOXCs a onraan sean a mort 
f. Manufacturer of stoves, ranges, and ovens.......... 25.7 
g. Wholesaler of butter, eggs, and cheese.............. 58.9 
HeeWiholesalervorlumberseara- cen seme ees ae ee cree 88.8 
z. Wholesaler of plumbing and heating supplies........ 48.5 
feevetallersosturniture ne mre ney eerie ia ae cae 23.5 


230 INTERNAL ANALYSES OF BALANCE SHEETS 


. The following schedule gives the comparative figures of the Chain Retail Grocery 
Corporation over a 3-year period. From these figures compute for each year (a) the 
net working capital, (b) the current ratio, (c) the tangible net worth, and (d) the 
ratio of current liabilities to tangible net worth. Assume you are a mercantile 
creditor; interpret briefly the variations in the ratio of current liabilities to tangible 
net worth over the 3 years. 


Cuain Retai, GrocrRY CORPORATION 
Comparative Figures for Years Ended December 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
Cash®3i5. es AR. SR. ee, $ 51,439 $ 100,974 $ 76,109 
Accounts Receivable............ 17,090 24,726 19, 292 
Merchandise sesttn tier 283 , 796 209 , 726 215,096 
Guprent Assets ah laee cs ce nt $ 352,325 $ 335,426 $ 310,497 
HixedmAssets Nether: nase ey 119,459 97,094 82,379 
Miscellaneous Receivables....... SUA as. Ritit Bo te ae eee ee 
Prepaid and Deferred........... 31,369 28,816 Pep (Oss 
Organization Expense........... 24,874 24,874 24,874 
CRO WAT Pree Set AMADA tee. hs $ 528,604 $ 486,210 $ 444,763 
LIABILITIES 

Bills Payable to Bank.......... CS er Shao, ee $ 16,400 $ 5,600 
Trade-Acceptances.........0%.- S 5804s) = dea de ba ee) | Ae aed See 
Accounts Payable.............. 327 , 837 311,827 293,174 
ANGLO VET EES Sry Soret ak ee IN A 5,189 1,866 8,110 
Reserves Ore axesa.. apn... 20 , 845 LS.4666.." SO be eee 
OtherwMaabilitiess een eo eee Se Sse a be ees 5, 832 
Currentibrabilitvess. 4 see ee $ 366,067 $ 348,759 $ 312,716 
Mainorityalnterest.acaus ase e 16,437 13,728 13,195 
$3.50 Cumulative Pref. Stock.... 5,800 5,800 5,800 
Common Stock, No Par......... 973, 841 973,841 973,841 
HOHcaaee Ohare te) eee 833,541 855,918 860,789 
ARGU UN un An Somme ws Conran db (74 $ 528,604 $ 486,210 $ 444,763 
Netialésya al ree fpnoe a aatan $2,621,920 $3,075,361 $3 , 027 ,380 
INGERD eo itad 2 leith Sohov dhe anh 3,781 (L) 22,377 (L)4, 871 
ID iGIGeN dS eee tet nl ee kane None None None 


7. The treasurer of the Cylinder Gas Corporation called on his banker to negotiate 


for a 6 months’ loan of $500,000. Among the papers that the treasurer turned over 
to the banker after their discussion was the following balance sheet as of Dec. 31, 
19—. The banker posted these figures accurately on a comparative balance sheet 
form and then computed (a) the net working capital, (b) the current ratio, (c) the 
tangible net worth, and (d) the ratio of current liabilities to tangible net worth. 
Assume you are the banker; post the figure, make these four computations, and 
then from the ratio of current liabilities to tangible net worth that you obtain 
explain whether you would be inclined to grant the loan or not. Give your reasons. 
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CYLINDER Gas CoRPORATION 
Balance Sheet, December 31, 19— 


ASSETS 
Carhrinesbanksrancuonsns i Gteaeenen ane nn nee ny $ 882,663 
INGUGERERCCIVAULE Re Sut UMN ME ae rsh SS SU ees 6,857 
Accounts receivable, less allowances aggregating $181,143 
phracegdebtorsher- ek wc iet STEE SOO ED perk $ 215,946 
iMuscellancousmee mie tre cere eee te es ee, eee 51,154 267, 100 
Installment accounts receivable, less unearned income, 
financing charges, insurance, etc., aggregating $1,507,861. 702,609 
Inventories at cost (not in excess of market) 
ATS eee a LOC MIN: chs Maharnaa ok diaiana Ses a2 $ 250,451 
Natenialsvandesupplicseradarntasnr nce ee ee tee ee 54,197 
Work in process and finished products................. 59, 938 
Oiirereapparavus are epee iy wees Ne aie oe oh NO nk 4,925 369,511 
motaléGurrenteAssetsaew cn Cup asynas arena ie eas $2,228,740 
Allowances 
, for 
Plant and equipment Costs Depreciation 
ibenyaval Gyexel Jouublebhycee nee A es ee eG $ 63,489 $ 53,979 
Machinery and equipment................. 168, 434 135,196 
Aitomobilestar ere me ener ane snd ieee 54, 241 22,732 
BuinniGure yan catix tunes ick ema jeus) > salen weer 32,007 13,088 
$ 318,171 $ 224,995 
Equipment leased to customers............ 1,880,629 796 , 032 
$2,198,800 $1,021,027 $1,177,773 
Sundry prepayments and deferred charges....... : 10, 645 


Patents at cost in cash or in capital stocks of. corporation. . $2, 856,553 
Less: Provision for amortization based upon life of patents. 2,365,396 491,157 


$3 , 908,315 
LIABILITIES 
Accounts payable, including sundry accruals.............. $ 358,473 
Provision for United States income taxes................. 446 , 560 
Motals@urrenteLia pilates es ememrnte tre ee area ae $ 805,033 
Deferred income, representing advance rental charges for 
equipment leased to customers, less provision of $227,000 
for estimated Federal taxes applicable thereto........... 133,391 
CAPITAL 
Capital stock 
Common of no par value; authorized, issued, and out- 
BLANC TAGS OLS SHALES Mersin s oro no te kate ah vee adores $ 853,755 
CANE GCESUTD USHER tenet ne Neen trs en hes tare ain an Merced 2,210,989 
$3 , 064,744 
Less: Cost of 3,300 shares of the corporation’s common 
stock held by subsidiary companies.............-.... 94,853 2,969,891 
$3 , 908,315 


8. In your own words, give the general ratio to keep in mind when studying the rela- 
tionship between the current liabilities and tangible net worth of a commercial or 
industrial business enterprise when (a) the tangible net worth is below $250;000 and 
(b) above $250,000. 


CHAPTER VIII 


Total Liabilities to Tangible Net Worth 


For the vast majority of commercial and industrial business enterprises, 
the figures of current liabilities and total liabilities are one and the same, 
absolutely identical. Only when a mortgage, an issue of bonds, debentures, 
serial notes, or other obligations with a maturity of more than 1 year from 
the statement date appear in a balance sheet is there a difference between 
the current and the total liabilities. Small business enterprises occasionally 
have a mortgage outstanding, but rarely any other form of deferred lia- 
bilities. Railroads and public utilities have extensive and often compli- 
cated issues of deferred liabilities outstanding. Some large commercial and 
industrial corporations also owe substantial funded obligations, the 
amount of these obligations depending upon the views of the financial 
management of the corporation and the conditions under which the 
financing arrangements were determined. 


EVOLUTION OF LONG-TERM OBLIGATIONS 


During the eighteenth century, it had become quite customary for the 
colonial importer-wholesalers located in the Atlantic seacoast cities and 
towns to extend credit for the sale of merchandise to their retail customers, 
shopkeepers, storekeepers, and country general stores on terms of ap- 
proximately 12 months. Similar terms were granted by English merchants 
in their extensive trade with colonial importers. Colonial correspondence, 
as preserved in the letter books of these early merchants, contains plenty 
of evidence that creditors had their full share of collection difficulties on 
these long terms. 


Long-term Liabilities during the Colonial Era 


One of the well-known business houses in New York City just prior to the 

Revolutionary War was that of John & Henry Cruger. This house trans- 

acted extensive business with the help of foreign branches managed by the 
232 
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sons of Henry, John Harris Cruger on the island of Jamaica, Telemon at 
Curacao, Nicolas at St. Croix, and Henry, Jr., at Bristol, England. One of 
the large accounts of Henry, Jr., was with Aaron Lopez of Newport, R.I. 
Extensive correspondence between these two men from 1765 to 1772 indi- 
cates the difficulties involved in collection during this period. In April, 
1766, Lopez was indebted to Cruger for the very substantial sum of 
£10,784.8.4. As his own liabilities increased, Cruger began to wonder if he, 
himself, would not become bankrupt before Lopez would appreciably re- 
duce his account. By May, 1771, the balance had been brought down 
slowly to £4,047.9.1, but in July, 1772, it still amounted to £2,452.15.11 
exclusive of interest.! 

Obligations for the payment of merchandise in these early years of our 
history often ran on and on. From the extensive mercantile correspond- 
ence that has come down to us, it is quite evident that creditors in the 
colonial period, and in the early days of our national life, were more wor- 
ried as to how long they might be called upon to wait for payment, than 
that they would not be paid at all. Eventually, most debts were liquidated 
with the payment of interest on overdue accounts.” One of the most exag- 
gerated examples of this prevailing tendency appeared in a letter written 
in 1783 by Philip Cuyler of Albany to a Mrs. Catherine Wendell of 
Schenectady regarding a debt of 12 years’ standing. Cuyler meticulously 
and quaintly wrote, ‘“‘I have Repeatedly Inclosed you, your Dec? Hus- 
band’s acct requesting the payment of it, to which I have had no Answer, 
so find inclose you the same with my—Ernest Request you would with 
Speed discharge it as Really think its time after Cred‘ of more than 
Twelve Years.—being much pressed for Cash puts it Out of my power to 
waite any longer.”’ Shortly after this unique letter was mailed, the pay- 
ment was received and the account closed.’ 

During the days of the colonies, most of the debts were eventually col- 
lected. The fact remains, however, that a considerable portion of normal 
mercantile credit became long-term liabilities of the debtor. Over all the 
years of existence of the colonies, mortgage liabilities were also quite 
widely used. 

Preceded in the extent of usage only by the long terms of mercantile 
obligations and by mortgages came two types of obligations, now virtu- 
ally unknown but used extensively in American commerce throughout the 
eighteenth and well into the nineteenth century, namely, bottomry and 


1 Commerce of Rhode Island, Vol. I, pp. 155, 368, 405, Massachusetts Historical 
Society Collections, 7th ser., Vol. IX, 1914. 

2 Foutkn, Roy A., The Sinews of American Commerce, p. 360 (Dun & Bradstreet, 
Inc., New York, 1941). 

3 Letter inserted in the Ledger of Philip Cuyler, 1763-1794 (New York Public 
Library). : 
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respondentia. During these early years of our economic history, manu- 
facturing was of relatively little importance compared with the volume of 
foreign and domestic commerce. Bottomry, according to maritime law, 
was a legal instrument by which a ship was pledged as security for a loan. 
This form of obligation was widely used prior to the earliest development 
of the railroad. Transportation was largely by water, and ships repre- 
sented the great capital investment of the day. Overland traffic was slow 
and difficult, as there was little conception of good roads as we know them 
today. 

Respondentia represented a supplementary process by which a ship- 
owner would borrow funds upon the security of a cargo, agreeing to repay 
within a stipulated period of time, such as 24 months, or 60 days after the 
return of the vessel to its home port. The original sum together with a sub- 
stantial increment, usually 24 per cent, was paid for the use of the money, 
but if the vessel and the cargo were lost, then no payment was made either 
on the principal or the increment.® A supplementary provision of the 
charter of the Insurance Company of North America, Philadelphia, the 
oldest stock fire and marine insurance company in America, organized in 
November, 1782, provided that money could be loaned ‘‘upon bottomry 
and respondentia.’’® 


4 “The construction and care of roads was generally left to the local authorities who 
were not particularly interested in the development of through routes. The prevailing 
ignorance of the principles of road engineering and the lack of capital were additional 
hampers upon improvement. In its elemental form a road consisted of a cleared path 
through the trees and nothing else. If further refinement was demanded, the road was 
crowned high with dirt and edged by a gutter. Over such roads the transportation of 
passengers was alone profitable. Freight commerce was confined either to short dis- 
tances or to products such as whiskey and peltries, whose value was high in proportion 
to the bulk. A wagonload of goods could be sent overland at the time of the War of 
1812 from Augusta, Maine, to Savannah, Georgia, but the journey required 115 days 
and the freight charges on the road were $1,000. . . . To move a barrel of flour from 
Pittsburgh to Philadelphia cost $13.00. Off the main roads it probably cost, according 
to McMaster’s careful estimate, ‘ten dollars per ton per hundred miles.’ Very few 
bulky articles could stand such freight charges. Although manufactured articles might 
pay for their transportation, agricultural ones like wheat and flour could not be gain- 
fully carried more than one hundred and fifty miles. A ton of goods could be moved 
across the Atlantic almost as cheaply as from Philadelphia to Lancaster.’’—K1rKLAND, 
Epwarp C., A History of American Economic Life, 3d ed., pp. 228-229, 231 (Appleton- 
Century-Crofts, Inc., New York, 1951). In 1803, Thaddeus Mason Harris made a 
journey through the Northwest Territory. Thirty-one miles was a long distance to be 
covered in a carriage in one day. At one point Harris summarized, “After many a 
wearisome ascent, we arrive at Seybour’s on the top of the Alleghany; and, having 
ridden thirty-one miles, were sufficiently tired to accept even of the miserable accom- 
modations this Inn afforded for the night.’,-—The Journal of a Tour into the Territory 
Northwest of the Alleghany Mountains, p. 21 (Manning & Loring, Boston, 1805). 

° Porter, Kenneru WiccIns, J'he Jacksons and the Lees, Vol. I, pp. 52, 672 (Har- 
vard University Press, Cambridge, Mass., 1937). 

6 The Sinews of American Commerce, p. 125. Also see JAMES, Marquis, Biography 
of a Business, 1792-1942, pp. 53-54 (Bobbs-Merrill Company, Indianapolis, 1942). 
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Early Long-term Railroad Securities 


The first railroads in the United States were financed solely by funds ob- 
tained by the sale of capital stock. The Boston & Lowell Railway issued 
no bonds for 20 years; in fact, none of the smaller railroads radiating from 
Boston issued bonds for many years after their organization. The Boston 
& Providence Railway, constructed in 1849, after a time issued bonds 
aggregating one-fourth of its share capital, and by 1865 had practically 
extinguished this mortgage indebtedness. As late as 1855, the capital stock 
of all railroads in the United States exceeded the total bonded indebted- 
ness by 42 per cent.’ 

In 1833 the Baltimore and Susquehanna Rail Road Co. sold an issue of 
$350,000 five per cent bonds, the payment of the interest but not the 
principal being guaranteed by the State of Maryland. Apparently this 
was the first issue of bonds to be sold by a railroad in the United States. 
The state insisted the railroad issue a blanket mortgage upon all of the 
road, then constructed or to be constructed, and ‘‘the real and personal 
property belonging to said company of every sort and description.” In 
1845 the Chesapeake and Ohio Canal Company issued $1,700,000 six per 
cent income bonds, probably the first of their type to be issued in the 
United States.® 

In 1846, it became necessary for the Baltimore & Ohio Rail Road Co. to 
reconstruct the entire 81 miles of the road from Baltimore to Harpers 
Ferry and to lay the new edge rail in place of the antiquated plate rail. 
The road had no funds. In this situation, the company received the privi- 
lege by legislation of the General Assembly of the State of Maryland dated 
December, 1845, to sell an issue of bonds, not to “exceed in amount one 
million dollars” and to bear interest at the rate of 6 per cent per annum 
secured by the pledge of the property of the road.? These bonds, dated 
January 1, 1846, were sold as favorable financial conditions permitted, 
but the total amount was not outstanding until 1852. The bonds matured 
on January 1, 1867. In order to effect the sale, they were sold at a discount 
of 10 per cent.!° 

After managing a bank in Madison, Ind., J. F. D. Lanier came to New 
York City in 1849 and formed a partnership with Richard H. Winslow, 

TRiptEy, Wiwuiam Z., Railroads, Finance and Organization, p. 10 (Longmans, 
Green & Co., Inc., New York, 1927). 

8 BLannv1, JosEerH G., Maryland Business Corporation, pp. 35-38 (The Johns Hop- 
kins Press, Baltimore, Md., 1934). 

° This obligation is carried on the books of the Baltimore and Ohio Railway Com- 
pany as Loan No. 2. Loan No. 1 amounted to $1,000,000 and was obtained from the 
Union Bank of Maryland, bearing interest at the rate of 6 per cent per annum. This 
bank loan was obtained Oct. 1, 1833, and was paid at maturity, Jan. 1, 1854. 

10 Carter, CuarLtes Freperick, When Railroads Were New, p. 59 (Simmons- 
Boardman Publishing Corporation, New York, 1926). 
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mainly for the distribution of railway securities. In his reminiscences 
Lanier tells how his firm was the first one to distribute the mortgage bonds 
of small western railroads in the New York security market. This occurred 
only a few years after the Baltimore & Ohio Rail Road Co. had begun to 
sell its initial issue of 6 per cent bonds to the public. ‘Commencing with 
the bonds of the Madison and Indianapolis Railroad, which were the first 
securities of the kind ever brought out in the New York market,’ wrote 
Lanier, ‘‘we followed them with the bonds of the little Miami; Columbus 
and Xenia; Cleveland, Columbus and Cincinnati; Cleveland, Painesville 
and Ashtabula; Ohio and Pennsylvania; Michigan Southern and other 
important lines. We not infrequently negotiated a million of bonds daily. 
The aggregate for the year was enormous. We were without competitors 
for a business we had created, and consequently made money very rap- 
idly. The commissions for the negotiations of bonds averaged at first five 
per cent.’’! 

In 1854 six issues of railroad bonds were quoted daily in the trading on 
the New York Stock Exchange, ‘‘Harlem Bonds, Erie 1st Mtge. Bds., 
Erie Income Bonds, Hudson Convertible Bds., Ill. Cen. R. R. Bonds, and 
N. Y. Cen. R.R. Bds.”’ No industrial or public utility bonds were quoted. !? 
Within 10 years there were 68 bond issues of 31 railroads listed on the New 
York Stock Exchange.'® By January 6, 1900, 758 bond issues of 346 rail- 
roads were being quoted on the Big Board.!4 

By 1862, the technique of railroad building had been radically changed 
from the conservative original pattern whereby funds were obtained solely 
or largely by the issue of common stock. Under the revamped technique, 
the railroad was first organized by the projectors upon a blueprint, and 
a charter obtained involving free grants of land, sometimes in alternate 
sections running from 6 to 10 miles on either side of the line. Then a land 
company, owned by the directors of the railroad, was incorporated to 
develop and to sell its land. With the proceeds from the sale of the land, 
in addition to that from government subsidies and from the extensive sale 
of mortgage bonds in Europe undertaken simultaneously, building was 
begun. This was done by a construction company, also owned by the 
directors. In this process extensive quantities of railroad bonds, and in 
later years railroad stocks, were placed with European investors. By 1914, 
securities and direct investments by Europeans in the United States 


1 Quoted by Henry Wyshane Lanier, in A Century of Banking in New York, 1822- 
1922, p. 210 (The Gilliss Press, New York, 1922). 

” Record book of the New York Stock Exchange, Stock Reports Apr. ’54 to Jan. ’55. 

8 Quotation Sheet of Nov. 25, 1864; Vol. 1 of Quotations, Nov. 25, 1864 to Nov. 8. 
1865, New York Stock Exchange. 

‘4 Quotation Sheet of Jan. 6, 1900; Vol. 36 of Quotations, Jan. 1, 1900 to Dec. 31, 
1900, New York Stock Exchange. 
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totaled $6,700,000,000, well over half of which was represented by rail- 
road stocks and bonds.!® 


Early Industrial and Public Utility Bonds 


While the number of bond issues of railroads listed on the New York 
Stock Exchange was going up by leaps and bounds, industrials and public 
utility long-term securities were virtually unknown. Not until June 20, 
1868, did either an industrial or a public utility bond appear in the daily 
quotations. On that date the bonds of the Long Dock Company and the 
Western Union Company appeared for the first time in the “‘free list.’’!6 
On October 9, 1868, the bonds of the American Dock & Improvement 
Company appeared;!’ on November 21, 1868, the bonds of the Iron Moun- 
tain Company;'® and on December 26, 1868, the bonds of the Oil Creek 
Company. !® 

By January 6, 1900, when there were 758 bond issues of 346 railroads 
listed on the New York Stock Exchange, there were listed only 33 bond 
issues of 22 gas and electric companies. There was no segregation of bond 
issues of industrial companies. There were, however, 68 bond issues of 48 
miscellaneous companies, and more than half these corporations probably 
were industrials.?° 


ILLUSTRATIONS OF RELATIONSHIPS 


Total liabilities consist of all current liabilities, together with all actual 
long-term financial liabilities which must be paid sometime in the future. 
Important features of long-term liabilities are described in the early pages 
of Chap. IX. Total liabilities do not include technical liabilities in a book- 
keeping sense, such as minority interest in subsidiaries, unearned income, 
or valuation reserves. The maturity date of every long-term liability, as 
carefully explained in Chap. IV, must always be obtained prior to posting 
a balance sheet; many funded debts have serial maturities and the amount 
which is due and payable within 12 months after the statement date must 
always be classified as a current liability. This information should appear 
in the balance sheet, either in the financial statement or as a footnote. 
Unfortunately, this information often is omitted from balance sheets. No 


15 A History of American Economic Life, p. 541. 

16 Quotation Sheet of June 20, 1868; Vol 4 of Quotations, Nov. 16, 1867 to Nov. 18, 
1868, New York Stock Exchange. 

17 Quotation Sheet of Oct. 9, 1868. 

18 Quotation Sheet of Nov. 21, 1868; Vol. 5 of Quotations, Nov. 19, 1868 to Nov. 26, 
1869, New York Stock Exchange. 

19 Quotation Sheet of Dec. 26, 1868. 

20 Quotation Sheet of Jan. 6, 1900. 
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balance sheet with any long-term debt can be properly posted or intelli- 
gently analyzed until this preliminary information is obtained. 

For large corporations that have several mortgage loans and many 
different issues of bonds or debentures outstanding, where the accountant 
makes no attempt to segregate or to list the serial maturities during the 
year following the statement date, this information is difficult to obtain. 
However, it constitutes an initial step in analysis. Often, one or more of 
the mortgage obligations, issues of bonds, or debentures also mature in 
the year following the statement date. In such a situation that maturity 
as well as any serial maturities due during the year must be classified as 
current liabilities. Difficulties in refunding such issues may be forecast 
in many cases as soon as the schedule of maturities is learned. 


Department Store 


The Resort Department Store, Inc., is located in a large Atlantic seacoast 
resort community. Unlike most summer resort centers where the popula- 
tion increases in the summer like the doubled and redoubled score of a 
bridge player, the number of residents in this community increases only 
moderately and does not shrink greatly in the autumn months. A con- 
siderable population lives the year round in the city; in addition, the per- 
manent residents within a radius of 50 miles number approximately 
800,000 and are well able to support a representative department store. 

The business was established as a small local venture in 1878. In 1896, 
the proprietorship was incorporated with an authorized and paid-in capi- 
tal of $100,000, which was subsequently increased to $500,000, consisting 
of $250,000 five per cent cumulative preferred stock and $250,000 com- 
mon stock, both classes of stock with a par value of $100. At the end of 
year A, $237,800 of the 5 per cent cumulative preferred stock and $11,300 
of the common stock were outstanding. 

An extensive line of medium to better grade men’s, ladies’, and chil- 
dren’s wearing apparel, furniture, rugs, and house furnishings is carried. 
About 2 per cent of the annual net sales is made on a deferred payment 
basis with down payments ranging from 10 to 15 per cent, and with 
monthly installments running up to 3 years. The comparative financial 
condition for the past three fiscal years appears in Schedule 20. 

Each of the three comparative balance sheets contains an item of good 
will carried at the same figure of $155,826. The tangible net worth as of 
each statement date was obtained by deducting this item of good will 
from the sum of outstanding 5 per cent cumulative preferred stock, the 
common stock, and the respective retained earnings. This computation 
gave a tangible net worth of $190,455 in year C, a decrease to $182,888 in 
year B, and then an all-time high figure of $234,684 in year A. 
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Resort DEPARTMENT STorg, INc. [Schedule 20] 
Comparative Figures for Years Ended January 31, 19— 
a a ae ioe de yy pe ee 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Casha meen Aten fo orsuheas at ke $ 18,113 $ 13452 $ 65,093 
Notes Receivable............... 496 223 1,687 
Accounts Receivable............ 95,281 123,810 162,897 
tnWentOnyeeer see eo ene 300, 436 262,998 309 , 954 
CornenigASSeLS eee way es $ 414,326 $ 402,383 $ 539,631 
Fixed Assets, Net.............. 219,204 200, 861 203 , 450 
mvestmentsne te eee 3,330 3, 667 3,023 
Cash Value of Life Insurance... . 7,296 10,097 10,185 
erepardeltems nant tice ow: 15,575 13,842 13,024 
Miscellaneous Receivables....... 4,566 5,875 3,764 
CoodaWillaeaenr en ee en 155, 826 155, 826 155, 826 

PLOPAL Ove cree, Saree, APE ute $ 820,123 $ 792,551 $ 928,903 

LIABILITIES 

Notes Payable to Bank......... $ 40,000 $ 10,000 $ 20,000 
Other Notes Payable........... 5,584 950 5,800 
Accounts Payables............- 160,029 182,674 200,752 
PACT A Gp CaP re eee va mt ei 32,867 28,656 40,380 
Reserve for Taxes.............. 1,612 2,807 47,711 
Cur. Maturity of Debentures.... 5,000 x 5,000 5,000 
Current Liabilities.............. $ 245,092 $ 230,087 $ 319,643 
414% Debentures.............. 228,750 ___ 223,750 218,750 
ROLO UE @OULtttCS ne mee Ae oy $ 473,842 $ 453,837 $ 538,393 
5% Cumulative Preferred Stock . 237 , 800 237 , 800 237 , 800 
Commongsbockepes rier ts 11,300 11,300 11,300 
Retained Earnings............. 97,181 89,614 141,410 

ARGU saw Nee oes omen $ 820,123 $ 792,551 $- 928,903 
Net Working Capital............ $ 169,234 $ 172,296 $ 219,988 
CUNENtOLTONE: Gee ee ae 1.69 1, 7 1.69 
Tangible Net Worth............. $ 190,455 $ 182,888 $ 234,684 
Nep Sales). Een: $1,310,116 $1,361, 220 $1,513,748 
INetabrotitieser tere cone ea ore 1,956 (L)7 , 667 51,796 
Diva CdSe Pie eee Sie Pee None None None 


The net sales increased moderately between year C and year B, and 
then quite considerably from $1,361,220 to $1,513,748, or 11.2 per cent, 
between year B and year A. Nominal net profits amounting to $1,956 
were recorded in year C, a loss of $7,567 was assumed in year B, and most 
satisfactory net profits of $51,796 were earned in year A. No dividends 
were paid during any of these years; as a result both the net working capi- 
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tal and the tangible net worth increased quite materially between year 
B and year A. 

Net fixed assets, after accumulated depreciation, exceeded the tangible 
net worth at the end of year C and also at the end of year B. The balance 
sheet at the end of year A disclosed a slightly improved condition as a re- 
sult of the retained profits; the net fixed assets now amounted to $203,450 
and were moderately less than the tangible net worth of $234,684. As will 
be discussed in Chap. X, such a financial condition is basically unsound; 
for a typical department store, the net fixed assets, after depreciation, 
should represent approximately 25 per cent of the tangible net worth. 
Where the fixed assets closely approximate the tangible net worth there 
would normally be little or no net working capital. It fortunately hap- 
pened, however, that several years ago the management of this enterprise 
made a private placement of an issue of 414 per cent debentures with a 
life insurance company. In year C, the outstanding portion of this issue 
amounted to $233,750, of which $5,000 was carried as a current liability 
as that installment matured during the following 12 months, and the bal- 
ance of $228,750 was carried as a deferred liability. In each succeeding 
balance sheet, the deferred amount was reduced by the $5,000 which had 
matured and had been paid. 

For each of the 3 years the outstanding debentures made up the differ- 
ence by which the fixed assets and the miscellaneous assets exceeded the 
tangible net worth, and so provided the funds to furnish the net working 
capital. The result was a continuously heavy total debt over the 3-year 
spread: 


Year C Year B Year A 
Currentsliabilities:; yyy ene sted nee epee ee $245 , 092 $230 , 087 $319 , 643 
AVeaber Cent Debenturesen. cso. anes Weel SOO _ 223,750 218,750 
Rotalghhiaiburties nk Bi Geen onus oun ce $473 , 842 $453 , 837 $538 , 393 
angiblesNet. Wortheee sere = 2 eer OO 4b 182,888 234 , 684 
Ratio of Total Liabilities to Tangible Net 
NGL G 0 ees aia ar mene ph Ate GM a Men Ser Re hee 248.8% 247.0% 229.4% 


Between the two years from year C to year A, the current liabilities 
increased from $245,092 to $319,643, while the deferred liabilities de- 
creased $5,000 each year. The total liabilities expanded from $473,842 to 
$538,393, or 13.5 per cent, with a modest dip in year B. Simultaneously, 
the tangible net worth increased from $190,455 to $234,684, or 23.2 per 
cent. Because of the proportionately smaller increase in the amount of 
the total liabilities, the ratio of the total debt to the tangible net worth 
showed a moderate but steady reduction for each year from 248.8 to 
247.0 per cent between year C and year B, and from 247.0 to 229.4 per 
cent between year B and year A. Although the downward trend was a 
favorable one, the relationship even in year A was high. Schedule 23, on 
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pages 25land 252,shows a 5-year average ratio of total liabilities to tan- 
gible net worth for department stores of 66.2 per cent, considerably less 
than one-third of this particular ratio of the Resort’ Department Store, 
Inc., in year A. 

Condensed Analysis. A fundamental error in management judgment had 
been made sometime prior to year C, when funds had been invested in 
fixed assets in excess of the tangible net worth. There is little excuse ex- 
cept financial ignorance for such a policy. To provide net working capital 
an issue of debentures had to be floated. The result had been a fluctuating 
but constantly heavy total debt. At the time when the funds were put into 
fixed assets, additional money should have been invested in capital stock 
to have kept a well-balanced financial condition, or else a considerably 
smaller sum should have been put into the fixed assets. 

There are only two ways to improve this heavy total liability condition, 
to invest additional funds in one or both forms of capital stock and use 
that new cash to reduce the outstanding debentures, or to earn profits and 
then keep these net profits in the business in the current assets and grad- 
ually retire the debentures. If losses are assumed instead of net profits 
earned, not only will no progress be made, but affairs will become more 
and more extended, ending in a reorganization or in bankruptcy. 

A second criticism of the figures will be found in the increasing accounts 
receivable which amounted to $95,281 in year C’, $123,810 in year B, and 
$162,897 in year A. These accounts receivable appear heavy for a depart- 
ment store transacting the volume of the Resort Department Store, Inc. 
Quite possibly, they include at least a reasonable amount of past-due 
accounts for which reserves should be set up. A thorough analysis should 
be made by obtaining a breakdown of the annual net sales into cash, 30- 
day charge accounts, and installment sales; also a breakdown of the ac- 
counts receivable into those made on a 30-day charge basis, and those on 
installment terms. The average collection period should then be deter- 
mined for both classes of charge accounts as explained in Chap. XIII. If 
the average collection periods determined in this way should appear ex- 
cessive, and probably that would be the situation, then an aging of charge 
accounts into the amount now due and 30, 60, and 90 days or more past 
due would be needed to understand the exact picture. To the extent that 
the accounts receivable might contain bad debts, the tangible net worth is 
inflated and the ratio of total liabilities to tangible net worth, particularly 
in year A, is actually heavier than it appears. 

A third criticism is the fact that the inventory has been consistently 
large. This important feature of balance sheet analysis is examined in 
Chaps. XI and XII. At this point, however, it may be stated that the 
inventory carried at $309,954 in year A could be reduced by $75,000, 
which would bring it into line. Such a reduction would release a corre- 
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sponding amount of funds to reduce the total liabilities. The lower the lia- 
bilities can be maintained while transacting a normal volume of business, 
the healthier is any business enterprise. 

Notwithstanding the fine net profits earned in year A, the affairs of this 
concern were not in good shape. The ratio of current assets to current lia- 
bilities was low in each of the three comparative balance sheets, the rela- 
tionship between the current liabilities and the tangible net worth was 
heavy for each year, and the relationship between the total liabilities and 
the tangible net worth on each statement date was even more out of line. 
In other words, the management had failed to operate the business with a 
real degree of foresight and knowledge. 


Manufacturer of Electrical Products 


The Electrical Specialty Corporation was incorporated in 1919 with an 
authorized and paid-in capital of $1,000,000 six per cent cumulative pre- 
ferred stock and 20,000 shares of common stock of no par value but carried 
on the books at $150,000. For some years prior to year C, preferred stock 
was being reacquired and carried in the assets of the annual balance sheet 
as treasury stock. In year B, this treasury stock was retired reducing the 
outstanding preferred capital from $1,000,000 to $857,538. The out- 
standing common stock remained unchanged. 

This concern manufactures electrical equipment, including lighting 
fixtures, switches, outlet boxes, portable lamps, reflectors, wiring devices, 
and panel switchboards. Operations were conducted at a substantial net 
loss of $105,652 in year C. In addition to this loss, affairs were in an un- 
healthy state; the ratio of current assets to current liabilities was obvi- 
ously low, and the inventory was more than twice as large as it should 
have been. The principal stockholder, who was a director in the corpora- 
tion, suddenly became aware of the situation and proceeded to clean house 
in blitz fashion. Early in year B, the president and the executive vice- 
president were released and two new officers took over the active manage- 
ment of the business. The first move of the new management to obtain a 
breathing spell was to arrange with creditors to accept notes for $402,633 
payable after 5 years in settlement of long past due mercantile claims. 

The loss for year B amounted to $104,356, only slightly below the loss 
for the preceding year. The new management now made arrangements 
with creditors holding claims for an additional $210,059 also to accept 
5-year notes, so that at the end of year A the deferred liabilities aggre- 
gated the substantial sum of $612,692. Notwithstanding an increase in net 
sales from $1,060,611 to $1,284,748 between year B and year A, operations 
resulted in a red figure to the extent of $264,194, a triple-threat loss with 
almost a knockout punch. For the entire 3-year period, operating losses 
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ELECTRICAL SPECIALTY CORPORATION 


Comparative Figures for Years Ended December 31, 19— 
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[Schedule 21] 


eee 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

(CENSUS einai crt meen enh ae eee $ 27,486 $ 50,660 $ 55,483 
Notes Receivable : ......c00...... 22543 ee) 25,200 
Accounts Receivable............ 84,141 70,011 102,301 
niventoryaere tes ee 611,763 666 , 375 471,323 
CuinenteA SSels Anette: eek oe AA $ 745,533 $ 805,166 $ 654,307 
ixedwAssetssNCbs... 50) 737 , 958 727,636 688 , 863 
Hinwestinentemernr rh. ele bo. 115 114 114 
Miscellaneous Receivables....... 835 2,598 3,790 
repaid eH xpenses aa.78. 4.4 56, 146 17,627 18,618 
Development Expense.......... 40,122 119,734 HS Opie 
PALCMUSMNM ee aoe ei dee 1 1 1 
ereacunvaotOcksine peek etco) oe ___ 102,340 Says Aika Sees 

ROD AL ARPES Ae. bers. Pye 4,3 $1,683,050 $1,671,876 $1,501,405 

LIABILITIES 

Notes Payable for Merchandise... $ 322,393 $ 52,728 $ ©6©40,148 
Accounts Payable. . 128,525 PANT) « axes 121,241 
PN CORO Geier de, pbs mts de Ade cn .bs 14,891 28, 357 21,100 
Current Liabilities......... . $ 465,809 $ 298,820 $ 182,484 
INotes-Rayable) Deferred.43..... .......... 402 , 633 612,692 
Movalplinabilitiess. =). se $ 465,809 $ 701,453 $ 795,176 
6% Cumulative Preferred Stock. 1,000,000 857 , 538 857 , 538 
Commonsstockne eee 150,000 150,000 150,000 
Retained Earnings............. 67, 241 (D)37 115 (D)301 , 309 

LG ee oe el. $1, 683, 050 $1,671, 876 $1,501, 405 
Net Working Capital............ $ 279,724 $ 595,346 $ 471,823 
HUPRADE HOH Ds « 5, «ro. 0.6 MEALS bone 1.60 2a 3.59 
Tangible Net Worth............. $1,074,778 $ 850,688 $ 570,516 
INGUASHI Gc ots of ah eoeuaceiere or ee $1,080,306 $1,060,611 $1, 284,748 
ING ta colt tee rere a Ve (L)105 , 652 (L) 104, 356 (L) 264,194 
Diva LOINC Seamer iy a aya hen wok None None None 


aggregated $474,202. Comparative figures showing this depressing pano- 


rama appear in Schedule 21. 


The tangible net worth of $1,074,778 in year C was arrived at by de- 


ducting the sum of development expenses $40,122, patents $1, and treas- 
ury stock $102,340, a total of $142,463, from the sum of the 6 per cent 
cumulative preferred stock $1,000,000, common stock $150,000, and 
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retained earnings $67,241. In year B, the sum of development expenses 
$119,734, patents $1, and the deficit in retained earnings of $37,115, a 
total of $156,850, was deducted from the total of the preferred and com- 
mon stock of $1,007,538, to give a tangible net worth figure of $850,688. 
In year A, development expense now amounted to $135,712, patents $1, 
and the deficit $301,309, a total of $437,022, which was deducted from the 
sum of the outstanding preferred and common stocks to arrive at a tangi- 
ble net worth figure of $570,516. 

As a result of the steady heavyweight yearly losses, the tangible net 
worth dropped from $1,180,440 to $570,516, or 51.8 per cent between year 
D and year A, a space of 3 years. This rate of decline approximates the 
speed of the newest dive bombers. As $402,633 of the liabilities became 
deferred in year B, the net working capital increased from $279,724 to 
$505,346. In other words, the net working capital showed improvement 
while the financial condition of the business was becoming more and more 
strained with steadily increasing total habilities. The current ratio along 
with the net working capital improved during this period. Here is a typical 
case indicating the necessity of studying all features of a financial state- 
ment rather than just one. 

Between years B and A, the net working capital decreased moderately 
from $505,346 to $471,823, but the current ratio continued to improve as 
payment of $210,059 additional current liabilities was deferred. The cur- 
rent liabilities continued to decrease. In this year, the business became 
even more strained, but again the strain was not reflected in the current 
ratio or in the continued improvement in the relationship of the current 
liabilities to the tangible net worth; it appeared chiefly in the increasingly 
unfavorable ratio between the total liabilities and the tangible net worth. 
The comparative relationships between these two major items appear as 
follows over the 3 years: 


Year C Year B Year A 
Current: Liabilities: 9 ee ee ee AOD OOO $298 , 820 $182, 484 
Notes Payable, Deferred 7 4a oS eee 402,633 612,692 
Motallgiaiabilticssenyaeie.. - Sit. nkie. cheat $465 , 809 $701 , 453 $795,176 
Tangible Net Worth. . Pe OTA tS 850, 688 570,516 
Ratio of Total Liabilities ie ‘Tangible Net 
Wortley fuse ne e. Pe oe  eee tt ee 43.3% 82.5% 139.6% 


These figures show a steady and material reduction in the current lia- 
bilities for each year. From year C to year B the current debt was reduced 
from $465,809 to $298,820 and then in year A to $182,484. With these 
reductions, the ratio between the current assets and the current liabilities 
was improved gradually from 1.60 in year C, to 2.70 in year B, and then 
to 3.59 in year A. An analyst unfamiliar with other supplementary rela- 
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tionships who based his analysis largely on the showing and the trend of 
the current ratio would be basically and entirely misled in this case. He 
would likewise be misled if his repertoire went no further than the supple- 
mentary relationship between the current liabilities and the tangible net 
worth, as this relationship also improved for each of these 3 years. 

The ratio of the total liabilities to the tangible net worth holds the key 
to this picture. While the reduction in the current liabilities gives the ap- 
pearance of an improving condition, actually the business was becoming 
more and more distressed. The total liabilities increased each year, going 
from $465,809 to $701,453 to $795,176. At the same time, the tangible net 
worth dropped each year, falling from $1,074,778 to $850,688 to $570,516. 
The relationship between these two unfavorable trends is shown in the 
rapidly increasing ratio of total debt to tangible net worth. From 43.3 per 
cent in year C, the ratio skipped to 82.5 per cent in year B, and then 
jumped to 139.6 per cent in year A. Here was the tip-off to a trend that 
had reached a basically unsound condition. 

Condensed Analysis. The balance sheet of the Electrical Specialty Cor- 
poration as of the end of year C indicated a bad case of inventory indiges- 
tion. On the basis of an annual net sales volume of $1,080,306 and a net 
working capital of $279,724, the inventory should have been in the neigh- 
borhood of $200,000, instead of $611,763. A reduction of approximately 
$400,000 in this one item would have freed the necessary funds to have 
brought the current liabilities down to a moderate amount. 

The operating management prior to year C had been absolutely lax. 
In a specialty line of highly competitive nature where research must be 
carried on and where up-to-the-minute new products had constantly to 
be developed, the president had had no conception of the expediency of 
inventory turnover that will be discussed in a subsequent chapter. When 
the inventory piled up as a result of the drop in net sales in year D and in 
year C because of the improved products of competitive manufacturers, 
the management had no workable policy to relieve the situation. For the 
first time in his career the president realized the truth of the modern 
axiom that a business enterprise, to succeed, must always be prepared for 
the unexpected. There must always be an ace in the hole. He had none. 

The new management that came into power in year B realized the full 
importance of research and proceeded to capitalize part of the funds ex- 
pended in this manner, as shown by the increase in the item of develop- 
ment expense from $40,122 to $119,734 between year C and year B. The 
downward momentum, however, could not be stopped overnight. The lia- 
bilities continued their upward climb while losses continued at approxi- 
mately the same rate. By the time year A had come around the corner, 
the net sales were increasing and the inventory was decreasing, but the 
disastrous policies of the earlier years had now culminated in the heavy 
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unbalanced relationship between the increasing total liabilities and the 
shrinking tangible net worth. 

This situation would be relieved (1) by investing additional funds in 
the business which could be used to pay off part or all the deferred notes 
payable, (2) by operating profitably and using the net profits for the same 
purpose, or (3) by converting the deferred notes payable into a prior pre- 
ferred stock. None of these alternatives would probably be followed unless 
it became clearly evident that operations could be conducted on a profit- 
able basis. Then which policy could or would be followed would be a mat- 
ter of expediency. In the other hand, further material losses would result 
in bankruptcy. 


Manufacturer of Boilers 


Here is a somewhat larger business enterprise than the two concerns whose 
total liabilities have just been examined. The Power Boiler Corporation 
was organized in 1938 to acquire the business and the assets of a manu- 
facturing enterprise that had been operated by receivers for 3 years. This 
corporation is engaged in designing, manufacturing, selling, and installing 
complete plants for the production of steam, including both stationary 
and marine boilers. At the time of the reorganization, the creditors of the 
predecessor corporation received first mortgage bonds, common stock in 
the new corporation in varying proportions for their claims, together with 
some cash realized from the sale of $3,500,000 five per cent debentures to a 
close group of five interested concerns. 

The interesting picture of the comparative financial condition of this 
manufacturer for the past 3 years appears in Schedule 22. For year C, net 
sales of $13,683,013 were recorded and handsome net profits of $694,048 
were earned. Of this amount $309,660 was paid out in dividends and the 
difference retained to build the retained earnings account. The net sales 
then decreased in year B to $11,937,725 and a net loss of $72,030 was 
assumed. In year A, the volume reached a high point of $15,762,193, and 
net profits advanced to the phenomenal amount of $1,308,467. The entire 
net profits for this year were retained in the business. 

Between year C and year B, the net working capital shrank from 
$4,361,774 to $4,014,456 as a result of (1) the net loss of $72,030 for that 
year, (2) the increase in prepaid expenses in the assets from $118,900 to 
$207,560, and (3) the redemption of $187,200 of the 5 per cent debentures. 
In year A the trend was reversed; the net working capital jumped to 
$5,032,141 as a result of the substantial amount of retained net profits 
for the year. The tangible net worth on each balance sheet consisted of the 
sum of the outstanding common stock, the capital surplus, and the re- 
tained earnings, less $2. The $2 represented the value at which the two 
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PowrrR BorLER CORPORATION 


[Schedule 22] 
Comparative Figures for Years Ended December 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Oih enOa ee ye ee $ 1,272,364 $ 1,167,605 $ 1,069,839 
Notes Receivable............ 209 , 148 352,346 800 , 526 
Accounts Receivable......... 2,030,133 2,123,352 4,200, 432 
HEV EMCOr yarn: dy ieee nes es 2,390,849 3,088,659 4,645,802 
Mem KebaloleySecunities aurea drew te euar ie jupusl oxdieeckot aoes 23,158 
Comat! AISI pees Be on oe $ 5,902,489 $ 6,731,962 $10, 739, 757 
Property, Plant & Equipment 3,531,392 3,508,091 3,619, 284 
Miscellaneous Receivables.... 16,931 19,660 11,612 
Prepaid Expenses........... 118,900 207 , 560 207 , 997 
ACC DIUS Amen cox tate sci excauerte. 1 1 1 
Ebracesnmarksepeetics: hte 1 1 1 

MOTMUMS > oe eae $ 9,549,714 $10, 467 , 275 $14,578,652 

LIABILITIES ; 

Notes Payable to Banks..... $ 188,000 $ 1,186,000 $ 2,447,000 
Advance Pay. on Contracts. . 229,899 298,912 104,951 
Accounts Payable........... 496,505 570,572 1,239,144 
LENO Ee 2 ee ee ee oe 262,672 430 , 842 591,877 
Reserves for Taxes.......... 176,439 43,980 1,137,444 
Cur. Maturity of Debentures. 187, 200 187 , 200 187, 200 
Current Liabilities........... $ 1,540,715 $ 2,717,506 $ 5,707,616 
First Mortgage 4% Bonds... 2,000,000 2,000,000 2,000,000 
Oi oeDebenvuresiacas orien. as: 3, 256 , 800 3,069, 600 2,882,400 
Minority Interest........... iz 89,501 89,501 4 89,501 
Movaialicabslitiesser ae one er $ 6,887,016 $ 7,876,607 $10,679,517 
Gomimonsotock4.. ssid ci 154,830 154,830 154,830 
Capital ourplisnnces sens cer ¢ 2,000,000 2,000,000 2,000, 000 
Retained Harnings.......... 507 , 868 435 , 838 1,744,305 

BL OMUAT Marae, ieee ics See $ 9,549,714 $10,467 , 275 $14,578, 652 
Net Working Capital......... $ 4,361,774 $ 4,014,456 $ 5,032,141 
CORE THOHO> Soca bobs ook 3.83 2.48 1.88 
Tangible Net Worth.......... $ 2,662,696 $ 2,590,666 $ 3,899,133 
INebisalesiia ata tere eeinciareee $13 , 683,013 $11,937,725 $15, 762,193 
INGEAL Tey iy sae eee om eames 694,048 (L)72,030 1,308,467 
Dividends: werner ake ee kee 309, 660 None None 
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items, one of Patents and the other of Trademarks, were carried in the 
assets of each of the three balance sheets. ‘ 

The comparative figures represent the consolidated financial condition 
of the Power Boiler Corporation and its four subsidiaries. Three of the 
subsidiaries are wholly owned, while in the fourth 70 per cent of the capi- 
tal stock is owned. The 30 per cent interest in this subsidiary owned by 
others is carried as the item minority interest at $89,501 on each of the 
three comparative balance sheets. This particular subsidiary had been 
virtually inactive for 5 years. 

The first mortgage bonds and the 5 per cent debentures issued at the 
time of reorganization are carried in the comparative figures as deferred 
liabilities. The first mortgage bonds amounting to $2,000,000 bear 4 per 
cent interest and mature 25 years after issuance. No change took place in 
this liability over the 3 years covered by the comparative figures. The 
debentures bear 5 per cent interest and mature at the rate of $187,200 
annually, and so that amount must be carried each year as a current lia- 
bility while the deferred portion of the debentures decreases by the same 
amount simultaneously. Now, let us look at the relationship of the total 
debt to the tangible net worth on the successive statement dates: 


Year C Year B Year A 

Current liabilities... ee ee eS O40 nialio $2,717,506 $ 5,707,616 
First Mortgage 4% Bonds............ 2,000,000 2,000,000 2,000,000 
5G. ID OATUATIR eid od dagoneseuonunoen Sp Donel) 3,069,600 2,882,400 
Motalsisiabuitiestnon ses Shee ort $6,797,515 $7, 787,106 $10,590,016 
MangiblesNeteworthen ss ear ts 2,662,696 2,590, 666 3,899, 133 
Ratio of Total Liabilities to Tangible 

INCURW ONG cnn hee eae ee 255.3% 300.6% 271.6% 


The total liabilities for each of the 3 years in the above schedule are 
$89,501 smaller than the total liabilities for each year as shown in the 
comparative balance sheet figures on page 247. This difference is due to 
the fact that the Minority Interest, which is carried at $89,501, is a tech- 
nical ‘‘accounting”’ liability in the balance sheets but not an actual lia- 
bility that must be paid. 

In the case of the Electrical Specialty Corporation we found a steady 
increase in the total liabilities with, at the same time, a steady decrease 
in the tangible net worth in the three comparative balance sheets. With 
the Power Boiler Corporation we also find a steady increase in the total 
liabilities, but with the difference that here we have some fluctuation with 
an upward trend—not a steady decrease—in the tangible net worth over 
the 3-year period, a somewhat more favorable sign. 

Each year the current liabilities expanded very substantially. In year 
C the current debt amounted to $1,540,715. Two years later in year A, the 
current liabilities were more than three times as large, amounting to the 
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impressive sum of $5,707,616. The first mortgage bonds remained un- 
changed, and a relatively nominal yearly reduction of $187,200 took place 
in the 5 per cent debentures. The net result was an increase in the total 
debt from $6,797,515 to $10,590,016, or 55.8 per cent. During the same 
period of time the tangible net worth expanded from $2,662,696 to 
$3,899,133, or 46.4 per cent, out of retained earnings. 

The ratio of total liabilities to tangible net worth was 255.3 per cent for 
year C’, 300.6 per cent for year B, and then dropped to 271.6 per cent for 
year A. These relationships are too heavy, far too heavy for a healthy 
financial condition. At the end of year A, outside creditors had 234 times 
as much money at stake in this corporation as the stockholders, which 
represented a very unbalanced financial condition. 

Condensed Analysis. Many reorganizations like this one, or the Chicago, 
Milwaukee, and St. Paul Railway Company in 1925, which was the 
greatest receivership at that time in the up-and-down economic history 
of our country, are made on an unsound basis. The new corporation is too 
often saddled with a tremendous debt and everyone concerned hopes for 
the best, but hopes have never yet placed a business enterprise in a sound 
financial condition. It takes sound managerial guidance. The balance 
sheet of year C of the Power Boiler Corporation typifies this exact condi- 
tion. The fixed assets at net depreciated value of $3,511,392 were appre- 
ciably in excess of the tangible net worth of $2,662,696. To make up this 
difference of $848,696 and to provide net working capital without which 
no commercial or industrial concern can operate for any reasonable length 
of time, the funded debt consisting of first mortgage bonds and 5 per cent 
debentures was created. 

The figures for year B gave little prospect that the reorganized business 
would work out. The corporation was saddled with interest on its funded 
debts in excess of $250,000, which had to be met along with all operating 
expenses before a profit could be earned. Both the tangible net worth and 
the net working capital were reduced because of the unprofitable opera- 
tions. At the same time, the total debt had increased. Here were two most 
unfavorable trends, reflected in the ratio of total liabilities to tangible net 
worth, which ballooned from 255.3 to 300.6 per cent. 

The figures of year A showed a different story as a result of the hand- 
some profits of $1,308,467 which were earned and retained in the business. 
This enterprise, under resourceful management, has a chance to work out 
if a very unbalanced condition is overcome. On the other hand, it would 
not be unexpected if affairs went from bad to worse. Because of the com- 
plete lack of any liquid reserves, affairs will fluctuate upward and down- 
ward from year to year, depending upon operating results, until such a 
time, if ever, as affairs are put into a balanced condition. Competitively, 
the concern is operating at a handicap with depreciation charges and 
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interest on borrowed funds both far heavier than similar expenses of 
competitors. This situation is epitomized in the relationship of the total 
liabilities to the tangible net worth. The normal condition would be for 
the total debt to approximate, as a maximum, the tangible net worth. 
The relationship in this case in year A is just about 234 times as high, 
and so correspondingly unfavorable. 


TYPICAL RATIOS OF TOTAL LIABILITIES TO TANGIBLE 
NET WORTH 


In credit practice a liability, provided it matures more than 1 year 
after the statement date, is posted as a deferred debt; that is, it is omitted 
from the total which makes up the current liabilities. A number of bonds 
issued, in particular by railroads, have remote maturity dates. Most 
funded obligations, however, are due from 5 to 30 years after issuance 
and many have serial maturities due from year to year. 

The fact that a funded debt must mature more than 1 year from the 
balance sheet date to be classified as a deferred liability has become com- 
mon practice in financial circles. As a result, the analyst occasionally will 
run across a situation where a funded debt matures 1 year and 1 day 
from the statement date. Obviously this technique is a subterfuge used 
by the management to exceed the ‘‘l-year’’ period; under these circum- 
stances the entire amount should be classified as a current liability. 

In many instances, mortgages are not paid off when they mature but 
are carried “‘open.’”’ Payment of such a mortgage may be demanded by 
the mortgagee on any interest date. It is a rare occurrence when such a 
demand is made if taxes, insurance, upkeep, and interest are taken care 
of promptly. The fact that such a contingency may occur, however, does 
make it necessary that the entire amount be carried in the current lia- 
bilities when figures are posted on a comparative statement blank. If an 
investigation indicates that no demand for payment will probably be 
made, the analysis of the figures should, of course, be made on the basis 
that the mortgage, to all intents and purposes, is really a deferred liability. 

Schedule 23 contains the typical ratios of total liabilities to tangible 
net worth for 37 lines of manufacturing, 18 of wholesaling, and 11 of 
retailing. This particular ratio could be determined only for those lines of 
business and for those years in which a reasonable number of concerns 
had outstanding deferred liabilities. 

Of the 37 divisions of manufacturing activity for which average ratios 
of total liabilities to tangible net worth over a spread of years have been 
determined, the highest 5-year average ratio is shown by manufacturers 
of rayon, silk, and acetate dresses with 179.7 per cent, followed by manu- 
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[Schedule 23] 


Percentage 
Lines of Business Activity Median : 
Five- 
Year 
1960 | 1961 | 1962 | 1963 | 1964 | “Y°T88° 
MANUFACTURERS 
Agricultural Implements and Ma- 

Gtin ery erie he oe eee ions 54.0} 61.0] 67.6} 92.7] 78.2 70.7 
Airplane Parts and Accessories.......| 102.4] 78.3] 92.8]112.4] 86.5] 94.5 
Automobile Parts and Accessories....| 69.5] 49.6] 50.6] 69.5] 66.9 61.2 
BAKES ee Reem tne Lee tials ce eee 53.3| 58.0) 54.4) 59.1) 54.1 55.8 
Bedsprings and Mattresses.......... 70.3) Cot! B20) Ses) CG. 67.9 
Bodies, Auto, Bus, and Truck........ GUSON | Gite | OOnAs LOD 2h) 2 99R6) |e Sons 
Bolts, Screws, Nuts, and Nails.......| 54.8] 62.9] 44.2] 59.9] 78.0} 60.0 
Browerice . somcocogndeull| 2eoll]) ZO zu) GRA OAS Ale 2 Gee 
Chemicals, Pas aie AR ode ea ae | 59.5] 59.9] 64.2] 67.0] 59.6} 62.0 
Coats and Suits, Men’s and Boys’ .. .| 107.6] 108.7] 138.6 | 140.4] 164.4] 131.9 
Coats and Suits, Women’sss. 520). (14701 1156.8 13851 | 169.2) 141 1) 15075 
@ontectioneny crc Uber a Lek 40.0] 55.0] 48.6] 73.9] 59.9] 54.5 
Contractors, Building Construction. . .| 131.7] 128.4] 117.0] 148.8] 181.9] 140.6 
Concractors elblectricali saa aa cee (BS || WO) SS.) Wa WO. Oa. 
(Copvons@lotheIViilll seem ae ic. 30.1) 48.0) 38.7] 44.9)| 33:8 BH) oil 
Dresses, Rayon, Silk, and Acetate..... 13305198" 322033) Leon 2h i222) | eLAoe dG 
DrUcSe eee re ee ee ee ech Ee, INL: WO) FAL AD |) A aL 47. Zi BS)| ae 
Electrical Parts and Supplies......... 6622) OTe D: | Medoe ou acinar Son) iro 
Foundries, Iron and Steel............| 47.6] 41.3] 43.6] 75.9] 52.3] 52.1 
Fruits and Vegetables, Canners...... O.7 || 89.9] G41) ill, C229], O78 
JP VAR TUTRUT as os bd Oe eens. eee cere 63.0] 59.2] 68.7| 93.0] 75.9] 72.0 
Hardware and Tools................| 52.8] 53.9] 52.0] 47.9] 64.8] 54.3 
TOSICLY se PRE NR Peon ee) Reheat KO) B78) RIe6 | G50) COe 60.3 
Ligure xsi Be. S. SRy 15 Oe Se ee oe Lene een 64.9] 57.3] 46.5] 78.9] 63.4 62.2 
Machine Shops.. AN) By ES OM We What || Aeae 62.1 
Meats and Provisions, Packers. . 67,0 |...51.41, 66.5.1 . 70.5 75.2)" .66eL 
Me tale St amine Saas ea ee. es er 52.7| 80.9] 49.3] 68.0] 65.7 63.3 
Outerwear, Knitted.. ; _.....| 84.9]110.5] 103.4] 140.4] 128.3] 113.5 
Overalls and Work Clothing. . Apes SEA 86.3] 66.1/101.1] 98.3] 95.9} 89.5 
Paints, Varnishes, and Lacquers...... 47-6| 69.971 -42:0)| 45.3) 43.6) 24957 
12H BYSNE., Beene SuSE. oo Cee eet eae eh RA 43.8] 44.6] 44.3] 48.4] 45.1 45 .2 
DAD ETRBOXCS aera Aik Leider, ities 66.3] 63.4] 66.6] 70.6] 76.4 68.7 
Printers, Job.. 3 se cull Sl || BN ROC We2tsGl oe a 65.7 
Shirts, Underwear, and Pajamas, 

Men’s.. _..| 100.9 | 142.7] 133.9] 128.1] 159.4] 1383.0 
Shoes, Men’ 8, ‘Women’ 8, ‘and Chil- 

rents) roars ee hees Peles ed Adele 77.5| 95.3] 74.9] 78.4] 94.8 84.2 
Soni IDiataliey, Byondlris oa awe su euoee 55rd Am 2 O40) oons:|| AOS 56.6 
Structural Iron and Steel, Fabri- 

CALOLS Mee eh Pee es ate oe 65.4] 65.3] 78.7]111.7| 85.5 81.3 


eet Re ee ee ee eee ee 
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Percentage 
Lines of Business Activity Median Five- 
Year 
1960 | 1961 | 1962 | 1963 | 1964 | “¥T#8° 
WHOLESALERS a 
Automobile Parts and Accessories....] 63.9] 65.3] 76.3] 76.0] 86.4 73.6 
Cigars, Cigarettes, and Tobacco...... 116.0] 162.3] 133.1] 110.7} 142.6) 132.9 
Contectioneryao ys Stee oe ee 55.9| 66.3]110.0] 68.2 = (sy 
Drugs and Drug Sundries........... Omar aeadoaO) Lom Ons lees 86.3 
DryaGoods:, eye hex eee 68.6| 80.6] 94.4] 152.1]139.9] 107.1 
Electrical Parts and Supplies......... 71.1] 108.9] 104.9] 128.5]121.2) 106.9 
Fruits and Produce, Fresh........... 73.4] 81.0] 63.6/100.8} 93.7 82.5 
Gasoline, Fuel Oil, and Lubricating 
CO) le oF) £ EYN e Bk Bins oe 68.6] 59.3] 638.2) 80:0) 75.7 69.4 
GTOCEHICS a, Waal ot nett Mua eee 116.7] 102.2] 110.4) 118.1] 134.5) 116.4 
Hard Ware ata ceuyod cca he eee Gano COsz2i OSn | cS14 Oras (A\ oi 
Household Appliances, Electrical.... . 116.9] 1386.1] 128.4] 114.6]124.1] 124.0 
Lumber and Building Materials......| 68.4} 60.1] 56.7] 106.5] 108.1 80.0 
Meat and Meat Products............| 68.3] 76.3] 118.9] 110.1] 124.8 99.7 
Paints, Varnishes, and Lacquers...... 55.5] 52.0] 42.9] 86.6] 79.4 63.3 
Papelera tee ee Toe ee re ee | OOO! EoD SOMO! SOG! OSe3) | Memes iano 
Plumbing and Heating Supplies...... 63.6] 59.3] 63.1] 96.9] 93.3) 75.2 
Shoes, Men’s, Women’s, and Chil- 
LGN Shee Lhe a eee tee SOR 9370) | 10325) OL AON a7 ORS tesa 
Wines and Liquors..................|108:2)|| 69.3) 113.1 || 102.6) 14078)" 10678 
RETAILERS 
Clothing, Men’s and Boys’.......... QD 7 |) esl Yeh ill| Oe. 7 | walk 7 93.0 
Clothing, Men’s and Women’s....... 65.3] 63.1] 90.6] 97.9] 100.4 83.5 
Depantmient) Stores tn ens ee ee. G2561 695 6250) |G3 a2) eile 66.2 
IDISCOUNDIS COLES) eats asee tre yee bes | WARE Rome 169.4] 146.7] 160.1] 158.4 
iumishings)sVien?s a9.) 2 47 Ae eeen 78.0] 84.4] 78.1] 78.5}119.2 87.6 
SUMS wh onchenenonpeeeetoncsnoe| Osa Zeal CO) Wh Gl) Wel VOC 
GroceriessandsMeatse:. 01. ne ee 86n2)|) 78).6) ||" 8222) 983) 6)e 85.3 83 .2 
ETAT Wane eae oferta oes Me ve ak 48.2) 50.7] 46.1] 62.9] 71.0 55.8 
Lumber and Building Materials......| 57.7] 53.6] 51.6] 70.7] 66.2 60.0 
SHOCSR Eee mL Lees: ee ee UR See 59.9] 66.2] 90.3] 91.7] 99.4] 81.5 
Women’s Specialty Shops............| 100.7] 100.6] 102.6] 111.6]110.1] 105.1 


facturers of women’s coats and suits with 150.5 per cent and contractors 
of building construction with 140.6 per cent. Wholesalers of cigars, 
cigarettes, and tobacco top the wholesale trades with a 5-year average 
of 132.9 per cent, followed by wholesalers of household electrical appli- 
ances with 124.0 per cent, and wholesalers of groceries with 116.4 per 
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cent. Discount stores have the highest average among the retail lines 
with 158.4 per cent, followed by women’s specialty shops with 105.1 per 
cent. Breweries have the lowest ratio of total liabilities to tangible net 
worth with a 5-year average of 42.4 per cent, followed by paper mills 
with 45.2 per cent and manufacturers of drugs with 47.9 per cent. Of the 
66 lines in Schedule 28, 14 have an average relationship between these 
two balance sheet items over the spread of years in excess of 100 per cent 
and 34 in excess of 75 per cent. 


Maxim 


From the figures in the preceding paragraph it is obvious that a ratio of 
total liabilities to tangible net worth in excess of 100.0 per cent is unusual. 
Rarely, if ever, should total liabilities of a commercial or industrial con- 
cern exceed the tangible net worth, as in such cases creditors have more 
at stake in a business enterprise than the stockholders or the owners. The 
handicap of interest charges, especially where competitors have no such 
expenses, may become a critical burden. Where liabilities are in excess of 
tangible net worth, the management is proportionately handicapped. 

This maxim is a corollary to the one in the preceding chapter regarding 
the relationship between current liabilities and tangible net worth. If a 
commercial or industrial business enterprise has deferred liabilities, the 
total liabilities that may practically be carried may be moderately greater 
in the same line of business than another concern with only current lia- 
bilities, as the management has a longer period in which to make plans to 
meet or to solve its financial problems. 


THEORY AND PROBLEMS 


1. Give your interpretation of the term total liabilities as applied to a balance sheet. 
After you have given your interpretation, state for each of the following items 
whether it would or would not be included in the computation of total liabilities: 


. Minority interest 

. Purchase money mortgage 

. Accrued wages 

Unearned income 

. Depreciation on fixed assets 
. Notes payable to bank 

. Surplus 


2. Define (a) bottomry and (b) respondentia. 
3. Describe briefly the highlights in the evolution of long-term obligations from 
colonial days to recent times. 


4. Would the following ratios of total liabilities to tangible net worth for the lines 
of business indicated be high, medium, or low? 


QAQmaHeAaa v8 
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a. Manufacturer of industrial chemicals.............. 42.3 
bse Plectricalecontractorsss8 eee ieee ee earner 42.9 
c. Manufacturer of knitted outerwear............... 113.8 
d. Wholesaler of men’s furnishings.................. 36.3 
es Departmentistore se se ae oe eer eee 147.6 


5. The Oil Refining Corporation has been engaged in manufacturing lubricants and 
greases for 18 years. From the following comparative figures compute the ratio of 
total liabilities to tangible net worth and give your interpretation of this ratio for 


each year. 
Ort REFINING CORPORATION 
Comparative Figures for Years Ended April 30, 19— 
(C) (B) (A) 
Three Years Two Years One Year 
Ago Age Ago 
ASSETS 

Cy i en ea aa Gal nes $ 16,972 $ §©611,588 $ 244,873 
Accounts Receivable............ 190,824 130, 202 124 , 286 
Imsventories te. Awa onstage. ar 127,203 138,344 36,876 
Marketable Securities........... 120) C50 coves irae tuetagel Sree eeaneen Niece ae ie 
CUmTENtSASSELS Seo nee $ 455,749 $ 280,134 $ 406,035 
Plants Property Account, Net... 556 , 083 421,248 497 , 668 
Iwas tin ntsch ees ther eye vite cat cae eee eee 300 300 
Prepaid and Deferred........... 11,455 = N22 12,825 

PRO TAT maria nected ie css ses os $1,023, 287 $ 714,954 $ 916,828 

LIABILITIES 

Notes Payable, Bank........... $ 108,725 $ ©. 33,, 366 $22 res 
Notes Payable, Other........... 76,002 20369759 Se eee 
Long-term Notes, Current....... .......... 12,500 49 ,000 
ACCOMM US may aol eee ta en eee tee 90,302 71,322 68,756 
PA COTA Si eal eer eich hs Aah oS, cha/o ne ect Rn | OS See 5,384 
Reserves for Fire Loss Replace- 

NNNCT Cente e in Es Roa ey eee ee i arn 222,404 
Reserve for Contingency........ 15,000 15,000 15,000 
Current Liabilities.............. $ 290,029 $ 152,885 $ 360,544 
(ong=termNotes, s...5. s)05 ee: 2 133 , 000 112,500 106,450 
Total Liabilities................ $ 423,029 $ 265,385 $ 466,994 
Common Stock, Class A........ 870,000 870,000 870,000 
SUL DIS sree eae A eae ae eae (D) 269,742 (D)420, 481 (D)420, 166 

BOAT oe en ae ene. $1,023, 287 $ 714,954 $ 916,828 
INE WorkingnGapudie te heel G Dr 0) $ 127,249 $ 45,491 
(OORT TED, a eh ay no Eos 1.56 1.86 il Or 
Tangible Net Worth.........+.- $ 600,258 $ 449,569 $ 449,834 
INetiSalés fee ete ee ee $1,138,751 $1,137,357 $1,123,908 
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6. The Building Products Corporation is engaged in manufacturing and selling vari- 
ous kinds and types of building products used in construction and in the fabrication 
of many allied products. Post the following balance sheet on a columnar sheet of 
paper. In this process compute accurately (a) the current assets, (b) the current 
liabilities, (c) the net working capital, (d) the current ratio, (e) the tangible net 
worth, (f) the ratio of current liabilities to tangible net worth, and (g) the ratio of 
total liabilities to tangible net worth. Then give your interpretations of the ratios 
that you obtain in your computation of current liabilities to tangible net worth, and 


total liabilities to tangible net worth. 


BuitpING Propucts CorPorRATION 
Balance Sheet, December 31, 19— 
ASSETS 
Current Assets 
Casheinubanksand:onshands-2 eee we coe ee ee fe ene 
Notes and accounts receivable 


Notes receivable—customers....................00- $ 169,459 


Accounts receivable—customers..................0- 
Other notes and accounts receivable................ 
Salesmen’s traveling advances and employees’ accounts 


Less: Reserves for bad debts and allowances......... 


Advances (secured) and charges in respect to merchandise 
received on consignment for resale. . yc 

Raw materials, products and supplies—at lower of cost ¢ or 
TONGS Nace pee ee RS aCe rae ee 


MocaleCurrencwassets em aerate tee ee ee 
Investment in Subsidiary. . : 
Class A and Class B preferred. and | common ristock—at 
cost (no quoted market value available; equity based 
on balance: sheetiat. Dec. 31, 19—)\25.--.5.---.---- 
Miscellaneous Investments, less reserve.............-..- 
Statutory Deposits (cash and securities at cost) with state 
une! ORO! MOM. oo coda ose ouoveroosovoacnne 
Prepaid Expenses and Deferred Charges................ 
Property, Plant and Equipment 
Operating plants and facilities: 


1,931,459 


$2,259, 292 
163,118 


Aa Eee eye cee chakras ete se sc 4 Adasen RG whee mo $ 818,869 


Buildings, machinery, and operating equipment—at 
cost, less reserve for depreciation ($8,104,590.44)... 
Nonoperating plants and abandoned departments 
errr reget wets aes oOo nar. ane cee ke ar BPR Ne ae 
Buildings, machinery and equipment—at cost or 
written down value, less reserve for depreciation 
(STAO GOT SO) reer ore trerse tron meets. Sasueelt higty woe re 
Gypsum deposits—as appraised, less reserve for deple- 
CLONE SLOG OOGS leer cane chy rectors iste estorse ar egera tae or sae 
Timber concessions—at cost, less reserve for depletion 
(CBRN SEEAWA Sola cote Gano RC RIOe Oo eghOcle terror enone Tate 
WRI TORE IAN coodeues oneens 6 end08 opoaodc edn of 


Good will, Trade marks, and Other Intangibles.......... 


5,921,834 


431, 864 


130,518 
3,489,088 


879,770 
1 


$ 920,248 


2,096,174 
155,928 


1,778, 828 
$ 4,951,178 


3,336,805 
26,672 


50,090 
202,695 


11,671,944 
1 


$20, 269, 385 
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Buitpinc Propucts Corporation (Continued) 
LIABILITIES 
Current Liabilities 
Accounts payable and accrued expenses............... 
Interest accrued on funded debt...................... 
Taxes due and accrued.. Ae ria 
Provision for income and ‘capital stock taxes. Aeertattes teot ob 


Total Gurrent Ligbilitiess.cs = eer ee 
Reserve for Contingenciess: v1 ere ee ee eee eee 
Funded Debt 
20-year 414% sinking fund debentures due in 10 years 
(sinking fund requirements $200,000 principal amount 
semiannually have been satisfied to and including next 
VOar) ie eis ae eke Ra eae cree ce treme tev ere $9, 100,000 
Purchase money mortgage bonds 414%, due in 2 years 19,500 


Capital Stock 
5% cumulative prior preference stock 
Authorized, 186,996 shares of $100 each 


Outstandinga75;0G9:3 Shares scm eric rrr ort $7 , 306 , 930 
Common 
Authorized, 1,000,000 shares of $1 each 
Outstanding..625;340) shares \..2 en eee eee 625,340 
Surplus 
Capital’Surplus. 2.8". aces oe ee cee eee .. $2,477,406 
Less: Deficiency on earned surplus...................- 281,780 


$ 666,229 
167,125 
122 ,023 
51,601 


$ 996,978 


25,011 


9,119,500 


7,932,270 


2,195,626 
$20, 269 , 385 


7. From the point of view of creditors, can a business enterprise carry somewhat 
heavier liabilities if part of those liabilities represent some form of funded debt, 


than if all liabilities are current? Explain your answer. 


8. In a highly competitive business world, why does a substantial funded debt repre- 


sent a competitive handicap? 


9. Discuss the complementary character of the following three ratios, pointing out 
the lack of effectiveness in obtaining the complete picture in particular situations 
by the use of only one of these ratios: (a) current assets to current liabilities, (6) 
current liabilities to tangible net worth, and (c) total liabilities to tangible net 


worth. 


10. What maxim regarding total liabilities is to be followed generally in analyzing the 


affairs of commercial and industrial concerns? 


CHAPTER IX 


Funded Debt to Net Working Capital 


As explained in the previous chapter, for the purposes of analysis a 
funded debt comprises all debts the maturities of which are more than 1 
year distant from the date of the balance sheet. An open mortgage with no 
maturity is a current liability. A funded debt is also popularly termed a 
deferred or long-term liability. 

A promissory note running for 2 years would be a funded debt during 
the first year and a current liability during the second year. Probably the 
most common form of funded debt is the mortgage on land and buildings, 
a form of long-term liability used by individuals and small business enter- 
prises as well as by large corporations. Technically, the instrument is more 
properly called a bond and mortgage, the bond being the promise to pay 
and the mortgage being the security for the funds borrowed. 

Most funded obligations of large business enterprises are known as cor- 
poration bonds. They are of wide and infinite varieties. Corporation bonds 
are instruments promising to pay a stipulated sum of money at a definite 
future time. They are essentially long-term promissory notes. In the eyes 
of the law, a bond is a contract setting forth the terms and the conditions 
under which an obligation is assumed. Corporation bonds generally are 
transferable although it is not unusual for registration to be necessary to 
prove ownership. Moreover, a corporation bond, in contrast to a real 
estate mortgage, is usually divisible into small parts. 


IMPORTANT FEATURES OF LONG-TERM SECURITIES 


Funded or long-term liabilities are classified according to underlying 
security as unsecured, first mortgage, second mortgage, third mortgage, 
general mortgage, guaranteed, collateral trust, debenture, income, land 
grant, prior lien, convertible, and subordinated. They are also classified 
according to the payment of interest as unconditional, registered, regis- 
tered coupon, participating, and income. 


1 For a comprehensive and interesting list of long-term securities with features which 
depart from the generally accepted pattern, such as modifications of the unqualified 
right to a fixed interest payment on fixed dates, modification of the unqualified right 
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It is extremely important for the analyst to ascertain what security, 
if any, is pledged to secure a long-term liability. The pledge of any assets, 
in case of financial difficulty, means that certain creditors have prior 
claims over others, and the understanding of these various claims, before 
an involved situation arises, is the basis of many analyses. Often the land 
and buildings are so pledged as underlying security. Of less frequency, all 
or part of the current assets are also pledged; unfortunately, this informa- 
tion does not always appear in the balance sheet, in a footnote, or, in 
audited figures, in the certificate. It can always be secured by a study of 
the indenture. The pledge of current assets to secure long-term creditors is 
of particularly vital interest to current creditors, who must look primarily 
to the current assets for repayment. 

Indentures covering many long-term issues of commercial and indus- 
trial corporations also contain supplementary provisions to the effect that 
the debtor must maintain a certain minimum ratio of current assets to 
current liabilities, a certain minimum ratio of total liabilities to net worth, 
or a certain minimum ratio of funded debt to net working capital. Where 
any such provision is included, the indenture also contains very carefully 
worded definitions for computing the current assets, the current liabilities, 
the total liabilities, or the net worth. 

In case any provision in an indenture is broken, intentionally or unin- 
tentionally, then the trustees of the funded debt may take appropriate 
action to protect the interests of the owners of the obligations, or the 
owners may take such action. In years gone by action was rarely taken 
by trustees, except at the request of holders of a certain percentage of 
the issue, but under the sponsorship of the Securities and Exchange 
Commission, there has developed an attitude that trustees may well be 
held responsible if they fail to take appropriate action to protect the 
interests of the owners. The existence of these provisions has a distinct 
bearing on the analysis of the figures of a particular business where a 
receiver might suddenly be appointed to protect the interests of all credi- 
tors. The majority of funded obligations also contain provisions which 
accelerate the maturity, after proper legal action, if interest, indenture 
provisions, sometimes a serial maturity, or a sinking fund provision is in 
default. 

Most long-term securities of commercial and industrial business enter- 
prises have a life ranging from 5 to 25 years, and many issues are reduced 
by yearly serial maturities. If operations are sufficiently profitable and all 
or the greater part of the profits are kept in current assets, serial maturi- 
ties are met from year to year without difficulty. When, however, sub- 


to repayment of a fixed principal amount on a fixed date, participating and con- 
vertible issues, long-term securities with stock purchase warrants, and issues with a 
voice in the management, see Benjamin Graham and David L. Dodd, Security Analy- 
sis, Ist ed., pp. 619-626 (McGraw-Hill Book Company, New York, 1934). 
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stantial losses are assumed or net profits are reinvested in fixed or miscel- 
laneous assets, the ability to meet serial maturities tends to become more 
and more strained. When the balance of a serial issue, or the entire 
principal of a funded debt, falls due after several years of unprofitable 
operations, the problems of meeting, extending, or renewing the obli- 
gation are sufficient to test the ingenuity of any management. 

Railroads and public utilities have outstanding issues of funded obli- 
gations that are far longer than any issue of commercial and industrial 
corporations. The West Shore Railroad Co., for example, authorized an 
issue of $50,000,000 four per cent first mortgage bonds in 1886, due 
475 years later, in the year 2361. On December 31, 1964, $35,603,000 
of this issue was in the hands of the public. In 1952 the New York Cen- 
tral & Hudson River Railroad Co. assumed liability for the payment of 
principal and interests on this issue. The Elmira & Williamsport Rail- 
road Company authorized an issue of $570,000 five per cent income bonds 
in 1863 due 999 years later, in the year 2862. On December 31, 1964, 
$550,000 of this issue, the interest of which in the meantime had been 
guaranteed by the Pennsylvania Railroad Company, was outstanding. 

Even these rather distant maturities are exceeded by an outstanding 
issue of 4 per cent consolidated debentures authorized by an act of the 
Canadian Parliament passed in 1899 and subsequent acts in the name of 
the Canadian Pacific Railway Company which are perpetual and noncall- 
able. The total authorized amount of this perpetual issue is $471,171,229; 
of this amount $292,558,888 was in the hands of the public on December 
81, 1959, and $158,171,700 was pledged to secure other issues. 


ILLUSTRATIONS AND RELATIONSHIPS 


Occasional issues of funded debt are convertible into preferred or com- 
mon stocks at certain rates of conversion for definite periods of time, a 
feature which may turn a debt into capital under the right price relation- 
ship of the particular securities and so create a stronger corporate finan- 
cial structure. Other issues occasionally are sold with stock purchase 
warrants attached, a feature which under the right price relationship 
with the stock would not convert the debt into stock but would provide 
additional capital funds. 

The study of these features, along with explicit information regarding 
various assets pledged as security to a particular issue of funded securi- 
ties and full information regarding restrictive provisions in the indenture 
and serial maturities, if any, are pertinent features? in the analysis of a 

2 See GuTHMANN, Harry G., and Hersert E. Dovuaat., Corporate Financial Policy, 
3d ed., pp. 98-158 (Prentice-Hall, Inc., Englewood Cliffs, N.J., 1956); HoacLanp, 
Henry E., Corporation Finance, 3d ed., pp. 169-219 (McGraw-Hill Book Company, 


New York, 1947); Dew1ne, Arruur Stone, The Financial Policy of Corporations, 3d 
rev. ed., pp. 68-124 (The Ronald Press Company, New York, 1934). 
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balance sheet. Situations of this nature will not arise in the cases to be 
considered in this chapter; they exist only with the larger issues of securi- 
ties which have been distributed to the public or have been acquired by 
one or more life insurance companies or pension trusts. For every issue 
of this nature, the analyst will run across 100 situations where a simple 
real estate mortgage will be the only funded debt in the balance sheet. 


Manufacturer of Kitchen Equipment 


The Kitchen Equipment Manufacturing Corporation is engaged in manu- 
facturing ranges, ovens, and cooking apparatus. For its type of business 
it is a relatively small enterprise. Sales are made to institutions, colleges, 
hospitals, clubs, steamship companies, and various divisions of the Fed- 
eral armed services, generally on open account terms of 30 days net. 

The business was established in 1871. Over the years, substantial net 
profits were realized and the tangible net worth was increased by the 
reinvestment of a representative part of the earnings. Several years ago 
the tangible net worth decreased from $205,671 to the $50,021 reflected 
in the balance sheet of year C. During these difficult years, several of the 
officers died, some dividends were paid, and other concerns in the same 
industry developed competitive lines of merchandise which seemed more 
adapted to the changing needs of the times. By year A, the new young 
management had brought about some change. The comparative financial 
condition for the last 3 years is shown in Schedule 24. 

For year C a net loss of $1,396 was sustained. For year B the loss had 
decreased nominally to $1,090. For year A a remarkable change took 
place. Net sales increased from $168,167 in year B to $274,346 in year A, 
bringing about surprising net profits of $18,270, of which $15,270 was 
retained in the business and $3,000 was paid out in dividends. In the latter 
part of year B a contract for $150,000 of equipment had been obtained 
from the Defense Department. This contract was completed in year A and 
was the basic reason for the successful operations. 

The figures disclosed current liabilities at the end of year C of $19,104 
and at the end of year B of $16,417. Current liabilities of these amounts 
were moderate compared with the current assets and as a result the cur- 
rent ratio was quite satisfactory for both years. The current debt was also 
in satisfactory relationship with the tangible net worth; in year C the 
current liabilities amounted to 38.2 per cent of the tangible net worth, 
and in year B to 33.5 per cent. 

In addition to the current liabilities, however, a mortgage debt of 
$58,200 in year C, and of $56,400 in year B, appeared in the figures. Of 
the funded debt $1,200 was due and payable yearly, and that sum accord- 
ingly was included in the current liabilities. Between these 2 years $1,800 
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KitcHEN EquipMENT MANUFACTURING CORPORATION [Schedule 24] 
Comparative Figures for Years Ended December 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
(CEES: PUR ee he oo oes RIM anak) oan $ 6,813 $ 6,374 $ 5,914 
Notes Receivable.s toe... csc as noes 1,242 P20 (0) 821 
mccounts: Receivables... ..0.. 0.0. 0s. 18,309 Wf itll 65,113 
AMV ETLCONVe A Nae AN, Sean eee | 13,609 13,949 27,178 
OUTER INGE S Ea so EL ee $ 39,973 $ 39,544 $ 99,026 
- Plant and Equipment, Net............ 81,820 75, 838 71,582 
Cash Value of Life Insurance.......... 3,802 4,334 4,618 
Prepaid tx pense sas Wo 2 ths tee eae 130 2,032 1,670 
ARLODPAT spice tera ee eee ee St haan SI2ie25) $121,748 $176 , 896 
LiaBILITIES 
Notes Payable for Merchandise........ $ 4,270 $2,277 $ 8,101 
ACcountsHe Ay ables Aaa inn. lets 8,704 7,974 44,083 
Accruals including Taxes.............. 2,855 2,891 4,111 
Mortgage ulgaaee Current... ig oa 1,200 1,200 1,200 
Rent Payable... : BA esate elias 2,075 eb” ace 
Current Liabilities... BORE REE Adee 3 19,104 $ 16,417 $ 57,495 
Horste Nort vage yaaa ek Sk: 58, 200 56, 400 55,200 
INGE LAA OHIALOSs ee 8 AO eee ROE $ 77,304 $ 72,817 $112,695 
ConmmomyStock). 25.) iu. dele ete 58,820 58,820 58,820 
RetainedsWarningsaee soe: bene anak (D)8,799 (D)9,889 5,381 
MLO DATES Peer cacra at. weet ee res $127 , 325 $121,748 $176 , 896 
INICtAVVIOTUILGRC CICA ee ears es $ 20,869 $ 23,127 $ 41,531 
CRT. CTEMIL ALLO Sete a ey BAe 2.09 2.41 1.72 
mangivlerNeb Wirth... 5.08.25. 62- 5.0. $ 50,021 $ 48,931 $ 64,201 
ING basal eStart coh, Gagceen ds acne ee: $176,515 $168 , 167 $274 , 346 
INetebroliteeeyhe se Se A UE he © (L)1 , 396 (ZL)1,090 18,270 
Wivad endsp ere: nae eset ios ele eke. Lis None None 3,000 


was actually retired. In year A, this long-term debt was reduced by the 
customary $1,200. The deferred debt was very heavy for both of these 
years. The 3-year comparison of the first mortgage debt with the net 


working capital appears as follows: 

Year C Year B Year A 
insta VortcavesDeb temas eo ane acca eras $58, 200 $56, 400 $55, 200 
INetAVWOTkings Capitalret Awe beeline pour usr aas 20,869 DBs WHE 41,531 


Ratio of Funded Debt to Net Working Capital... 278.4% 243.8% 132.9% 


In year C, comparison of the deferred portion of the first mortgage debt 
to the net working capital of $20,869 was materially out of line, the funded 
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debt being 278.4 per cent of the net working capital. Obviously, if the 
Kitchen Equipment Manufacturing Corporation had been unable to ob- 
tain a mortgage loan during the immediately preceding difficult years, the 
net working capital would have disappeared and the business would have 
faded from the industrial picture. 

By the end of year B, the mortgage debt had been decreased by the 
stipulated yearly payment of $1,200 and an additional $600, reducing the 
deferred portion of the funded debt to $56,400. At the same time the net 
working capital increased moderately from $20,869 to $23,127, notwith- 
standing the net loss for the year, by the earned depreciation which re- 
duced the net valuation of the plant and equipment from $81,820 to 
$75,838. The trend of these two items reduced the ratio of the funded debt 
to the net working capital from 278.4 per cent to 243.8 per cent. 

In year A, great improvement took place. The funded debt was reduced 
by the annual installment of $1,200 while the net working capital ex- 
panded from $23,127 to $41,531 as a result of the earnings of $15,270 
retained in current assets and the earned depreciation for the year. The 
ratio of the two critical items now dropped to 132.9 per cent and, although 
still heavy, was finally on the way to make a fairly respectable comparison. 

Condensed Analysis. This concern had run into a difficult period of 
several years when three officers had died and the management had de- 
volved on inexperienced young men who had failed to realize the necessity 
of constant research to keep its products competitively attractive. Losses 
were assumed on operations year after year. During the first 2 years of 
these losses, the seriousness of the situation had not been realized and 
$16,000 had also been paid out in dividends. These payments naturally 
aggravated the downward trend of the business. The losses for these 2 
years alone, together with the dividends, resulted in a shrinkage of $28,000 
in the tangible net worth. 

At this stage in the life history of the corporation, the directors decided 
that no more dividends would be paid until operations were on a profitable 
basis. The management took hold in the traditional manner by reducing 
wages, cutting salaries, and keeping expenses down in every possible man- 
ner. This program meant almost the complete elimination of the research 
so essential in any progressive manufacturing business. Operations con- 
tinued on an unprofitable basis and in year F the concern was unable to 
meet its merchandise invoices, as the net working capital had been almost 
eliminated. In this situation a first mortgage loan of $61,800 was obtained 
from a life insurance company on the real estate, plant, and equipment, 
repayable $1,200 each year for 10 years and the balance at maturity. The 
mortgage loan was granted by the insurance company, not on the financial 
responsibility of the corporation, but on the security of the real estate, 
plant, and fixtures, as the real estate was centrally located and would 
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amply protect the lender if it became necessary to foreclose on the 
property. 

With these funds the net working capital of the Kitchen Equipment 
Manufacturing Corporation was temporarily rehabilitated, but by year C 
affairs had drifted into an even more serious state. The net depreciated 
value of the fixed assets was carried at $81,820, which was $31,799 in ex- 
cess of the tangible net worth, a relationship, described in Chap. X, which 
is very much out of line. The current liabilities of $19,104 and the mort- 
gage debt of $58,200 amounted to total liabilities of $77,304, which was 
54.6 per cent in excess of the tangible net worth and, as explained in 
Chap. VIII, also very much out of line. 

The outlook was dark and gloomy. Year B provided no encouragement; 
the downhill trend continued. Net sales amounted to $168,167 and on this 
low volume was below the break-even point even on the reduced ex- 
penses. Current liabilities of $16,417 appeared to be in a satisfactory rela- 
tionship with the current assets and with the tangible net worth. But this 
was only part of the picture. Total liabilities amounted to $72,817 and 
represented 148.8 per cent of the tangible net worth of $48,931. The unbal- 
ancing features were heavy fixed assets, excessive total liabilities, and 
unprofitable operations on shrinking sales. In view of the low volume of 
business, it is obvious that current liabilities would not fluctuate greatly 
during these particular years as there would be no particular season of 
heightened activity. 

Suddenly a substantial order was obtained from the Defense Depart- 
ment; net sales spurted to $274,346 in year A and on this increased activ- 
ity an exceptional profit was recorded. Fortunately all but $3,000 of the 
earnings was retained in the business. It would have been sounder policy 
to have paid no dividends, to have kept even the $3,000 in the business, 
or possibly to have used it to anticipate payments on the funded debt. 

As a result of the increased net sales, the current liabilities increased 
between year B and year A from $16,417 to $57,495 to carry the increased 
receivables. An aging of these receivables indicated that they were in 
healthy shape, an indication which was confirmed by the fact that $52,914 
was collected during the first month following the date of the fiscal balance 
sheet of year A. The heavy current liabilities were thus in the nature of a 
seasonal liability, and as the peak of the season passed and the receivables 
were collected, the funds were used to reduce the current debt to a normal 
amount. . 

Over the years of the comparative figures, no funds were borrowed from 
any bank and a representative item appeared on each financial statement 
of Notes Payable for Merchandise. In the investigation it was learned that 
the depository bank considered the risk unsound on any basis and would 
grant no credit. To finance itself in the absence of bank credit, the com- 
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pany had to purchase some merchandise on long terms of 4 to 6 months, 
and notes were accepted by certain friendly suppliers. Here was a further 
indication of the financial weakness. 

At the end of year A, the figures presented a striking improvement com- 
pared with the condition at the end of the two preceding fiscal years. 
Much, however, still needed to be done to bring affairs into a really 
healthy shape. Not until the fixed assets represent no more than 50 per 
cent of the tangible net worth, the total liabilities no more than 100 per 
cent of the tangible net worth, and the funded debt no more than the net 
working capital, should the management cease to worry. The basic prob- 
lem was one of obtaining an annual volume of business in excess of 
$225,000, as on sales of that amount profits could be earned and, if re- 
tained in the business, would continue to improve the internal financial 
structure. 


Finisher of Piece Goods 


In 1908 the Dye Works Company, Inc., was organized in New Jersey as 
a merger of two established corporations. Five other competitors were 
taken over from time to time until year H, when the corporation was 
operating on a paid-in capital of $7,500,000 six per cent cumulative pre- 
ferred stock, par value of $100, and $1,125,000 common stock par value 
of $25. By year D, a tremendous deficit in the surplus account had been 
built up; to eliminate this deficit, the value at which the outstanding pre- 
ferred stock was carried on the books was reduced from $7,500,000 to 
$1,000,000 and the par value changed from $100 per share to no par. 

This business is fundamentally a service enterprise. Operations consist 
of dyeing, printing, finishing, and weighting silk, rayon, nylon, orlon, 
cotton, and mixed fabrics and yarns. In recent years approximately 75 per 
cent of the goods processed has consisted of mixed acetates, and the re- 
mainder, of silks with some cotton goods. Comparative figures which 
indicate that operations have been carried on under evident financial 
handicaps appear in Schedule 25. 

No sales figures were available for any of these 3 years. Tremendous 
losses were incurred, ranging from $1,743,032 for year C to $540,045 in 
year A. As a result, the tangible net worth shows a steady reduction be- 
tween year C and year A from $2,704,030 to $1,611,259, or 40.5 per cent. 
For each of the 8 years ending year A, moreover, a loss had been assumed. 
Aggregate losses for this decade amounted to somewhat over $7,000,000. 
Here is an outstanding example of unprofitable operations due to the 
single fact that the management signally had failed to keep up with the 
times. 

In year E, the tangible net worth dropped below the net depreciated 
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[Schedule 25] 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

OBST Shuck 2 St id Se eine ns $ 48,514 $ 59,067 $ 20,556 
Accounts Receivable......... 267,718 136 , 664 156,877 
SONU a ae 250, 800 233,681 221,811 
RU CrT CNA SSCLSH cer. ae 2 $ 567 , 032 $ 429,412 $ 399,244 

Land, Buildings, and Machin- 
ery, Net after Deprec...... 3,171,193 2,921,190 2,689,903 
Miscellaneous Receivables... 25,949 7,412 9,054 
Bvestments: 005... one oe 876 , 250 698 , 952 604,621 
Deferred Charges........... PB PAD Zia O02 4,036 
Brel SVM nee ne Ae Be eae 8 2. 1 1 
4 STU he ok ae eee $4,683,676 $4, 084,479 $3 , 706, 859 

LIABILITIES ; 

Notes Pay. for Equipment... $ 15,600 $ 5,437 Sahar tal gee 
WihersNotesseayablec- eee dmy boat shecniten h. 11,458 12,437 
Accounts Payable........... 173,850 86,177 164,451 
Gari 5. 263, 185 75,917 112,436 
Carrent Liabilitves..........- $ 452,635 $ 178,989 $ 289,324 
First Mortgage Loan........ 1,527,010 1,754,185 1,806,275 
MGiallicGoulztesc qr ioe ea $ 1,979,645 $1,933,174 $2,095, 599 
Preference Stock:............ 1,000,000 1,000,000 1,000,000 
Commontotockser see). sce 1,125,000 1,125,000 1,125,000 
Retained Earnings.......... 579,031 26,305 (D) 513,740 
GN) ee $ 4,683,676 $4,084,479 $3,706, 859 
Net Working Capital......... $ 114,397 $ 250,423 $ 109,920 
COTO EE SOUS Oo. 88 bance ok 25 2.40 We 
Tangible Net Worth.......... $ 2,704,030 $2,151,304 $1,611,259 
INGtroal este cere eta. tae ccepeonaaedicles Se Ci ecerba ach a : ees fark 
NG@EIFDMccoGcoccctemdocan COP TSIOste (L)652,726 (L)540, 048 
iDyhinve leeVesinae cee of) tole eel cena None None None 


value of the fixed assets. These assets consisted largely of five separate 
plants, all of which had been operated at the peak of activity. Now only 
one plant is in use. A 10-year loan secured by a first mortgage on real 
estate, plants, and equipment was obtained from a Federal lending agency 
in year E to keep the business in operation. If that loan had not been 
obtained the corporation would have been forced into bankruptcy and 
liquidated. Additional long-term loans were also obtained from the same 
source in year D and year C. Since year C, the corporation has found it 
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impossible to meet the interest charges at the rate of 34 per cent per 
annum, and these charges have been deferred and added to the outstand- 
ing mortgage loan. The deferred debt accordingly increased from $1,527,- 
010 in year C to $1,754,185 in year B, and finally to $1,806,275 in year A. 

For each of the 3 years under review the net working capital had been 
nominal, reaching a low point of $109,920 in year A. If the interest charges 
on the outstanding mortgage debt for year B and year A had not been 
deferred, the net working capital would have been wiped out and a deficit 
would have appeared. The relationship between the funded debt and the 
net working capital for these 3 years is as follows: 


Year C Year B Year A 
First Mortgage Loan and Deferred 
Iriberest enc eee eee ae eee $1,527,010 $1,754,185 $1,806,275 
INeGaWorking: Ca pitaleaee eon eee 114,397 250, 423 109 , 920 
Ratio of Funded Debt to Net Working 
Capitalie® .: bu. Sateen onie cmese wie ee 1334.8% 700.5% 1643.5% 


Many business enterprises, as we have learned, make a gradual reduc- 
tion in the amount of outstanding funded debt with serial maturities or 
payments on account. It is sound business policy to do so. Here we find 
not a reduction but a steady increase in the funded debt as the financial 
situation became more and more embarrassed. The Dye Works Company, 
Inc., is actually being kept alive at the pleasure of the mortgage holder. 
The deferred debt of $1,806,275 in year A is outstandingly excessive. 

Between year C and year B, the net working capital increased from 
$114,397 to $250,423 as a result of obtaining an increase in the mortgage 
loan and deferring the interest charges for the year. Between year B and 
year A the net working capital decreased from $250,423 to $109,920. If 
the interest charges on the mortgage loan for year A had not been deferred, 
the net working capital would have decreased an additional $52,090. 

Because of the very small net working capital, the ratio of funded debt 
to net working capital is extremely high, probably as high as will ever be 
seen in the examination of financial statements of industrial and com- 
mercial businesses. The ratio was 1334.8 per cent for year C, 700.5 per 
cent for year B, and 1643.5 per cent for year A. Generally, before a 
financial condition has reached such an extreme stage, a business enter- 
prise will have ended its useful career. 

Condensed Analysis. The fundamental trouble with this corporation was 
a confident overexpansion program carried out by the operating manage- 
ment many years ago. In that expansion program the officers received 
hberal salaries and paid little attention to budgetary operations. Suddenly 
depressed conditions materialized in this industry and the annual volume 
of business shrank approximately 80 per cent within a 2-year period. The 
officers continued to draw their high salaries determined in a more rosy 


FUNDED DEBT TO NET WORKING CAPITAL 267 


era and to give little attention to expenses, as there was a feeling that the 
depressed conditions would be short-lived. 

At the same time that the volume of business decreased, problems of 
handling certain mixed synthetic fabrics arose. The transition to synthetic 
fabrics required no additional equipment in the operation of the business. 
Research and experimental costs, however, were involved in developing 
new processes to handle some of the mixed synthetics. While all silk and 
cotton fibers react in the same way to specific dyes and processes, syn- 
thetic fibers, which themselves are a product of chemistry, vary in types 
and have different reactions to a particular dye or process. Thus it became 
necessary for finishers and dyers to develop their own dyes for each type 
of synthetic fiber, and this could only be done through extensive research 
and experimentation. 

Each of the three comparative balance sheets contains an item of 
Investments which decreased from $876,250 in year C to $604,621 in year 
A. In this case, the investments presented no complications in the analy- 
sis. The item in each balance sheet represented the book value of four 
wholly owned but inactive subsidiaries, each of which in earlier and more 
affluent years had operated separate finishing plants. None of the sub- 
sidiaries had any liabilities. Each year the investment was progressively 
reduced as it became evident that the plants probably would not be re- 
opened and that if they were sold, it would only be at considerable loss and 
to concerns in other lines of business that could not use the buildings until 
extensive alterations had been made. 

The tangible net worth as determined on the comparative balance 
sheets included the investments on each statement date at their face value. 
It is probable that the investments were worth only a fraction of each 
figure in each balance sheet; to the extent that this item might have been 
overvalued, the tangible net worth was inflated. Even on this possibly 
inflated size of the tangible net worth, the fixed assets were excessive. In 
year C the net depreciated value of the fixed assets exceeded the book 
tangible net worth by 19.1 per cent, in year B by 35.8 per cent, and in year 
A by 66.9 per cent. The proportions were becoming steadily more exces- 
sive. The total liabilities represented 73.2 per cent of the probably inflated 
tangible net worth in year C, 89.8 per cent in year B, but by the time A 
had come around, 130.1 per cent. No proportion, however, was as exces- 
sively out of balance as the direct relationship between the funded debt 
and the net working capital. 

After several years had passed in careless wishfulness, the management 
awoke to its predicament. A heavy toll had been taken in the meantime, 
and the financial condition was clearly top-heavy with fixed assets that 
could only partially be used. The annual volume of business continued 
low, and it was apparent that the management was using oxygen to keep 
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the business alive. This had been done with the aid of loans obtained in- 
directly from an agency of the Federal government. Without these funds, 
the corporation would long ago have joined the great number of business 
enterprises whose managements have been unable to keep up to date with 
revolutionary and evolutionary technological changes. 


Manufacturer of Pipe Fittings 


Here is a business founded in 1846 at Providence, R.I., and in 1876 in- 
corporated as the Valve & Pipe Manufacturing Co., Inc. Over the years 
operations were successful and the corporation became one of the leaders 
in the manufacture of pipe fittings in steel, malleable iron, cast iron, 
bronze, and nickel alloy, as well as extensive producers of valves and pipe 
tools of the Stillson wrench type. Operations became affected by the 
steady drop in sales. Inability to earn carrying charges on $9,000,000 of 
outstanding 6 per cent first mortgage bonds eventually culminated in the 
filing of a petition in bankruptcy under Section 77b of the Bankruptcy 
Act. 

A reorganization subsequently took place under which the holders of 
the outstanding 6 per cent first mortgage bonds were given 4 per cent first 
mortgage bonds for both principal and unpaid interest. New management 
assumed control of operations, aggressiveness was put into the sales force, 
and expenses were radically reduced. Earnings began to materialize on the 
steadily increasing volume of sales, so that not only were funds available 
to pay the interest on the new bonds but substantial net profits were avail- 
able to pay dividends to stockholders, and to build the net working capi- 
tal. These trends are readily recognizable in the comparative figures in 
Schedule 26. 

The tangible net worth figure of $4,503,292 in year C was arrived at by 
adding together the outstanding 5 per cent cumulative preferred stock of 
$614,110, the common stock of $3,394,080, the capital surplus of $912,187, 
and deducting from that total the item of Patents and Good Will carried at 
$23,693 in the assets, and the deficit in the retained earnings account of 
$393,392. In year B the deficit in retained earnings was changed into an 
actual surplus of $586,034. Consequently the only deduction from the 
sum of capital stocks, capital surplus, and retained earnings to determine 
the tangible net worth in year B and year A was the item of Patents and 
Good Will, carried at $21,950 and at $20,205, respectively. 

Between year C and year B the net sales increased from $14,472,514 to 
$17,721,928, or 22.5 per cent. Between year B and year A the volume in- 
creased from $17,721,928 to $31,845,178, or 79.7 per cent. With the ex- 
panding volume came expanding net profits, $250,192 in year C, $1,089,- 
426 in year B, and $1,994,808 in year A. For these 3 years the net profits 
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VatvE & Pipe MaNnuractuRinG Co., INc. [Schedule 26] 


Comparative Figures for Years Ended December 31, 19— 
Se a ee es ee ee ee ee 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Cache Pryanenin 5 eee. ener $ 458,612 $ 456,068 $ 854,099 
Notes Receivable............ 212,324 270,330 220,320 
Accounts Receivable......... 12265231 1,803,311 4,001,340 
IEVETICOMY: ae apne ta oe 4,354,359 __ 5,573, 251 6,812,107 
GnurmentcAssets. 2.0. sess. $ 6,251,526 $ 8,102,960 $11,887,866 
Plants and Equipment, Net.. 6,990,474 7,014,068 7,121,502 
Miscellaneous Receivables... 200, 887 180,175 114,879 
SUSpENsCHWCDIVs eee eit eee ee 154,019 69 , 336 
nwestimenttsiyer a cens 5-2 a annals 42,438 23 SSor— = ae Pee ee 
Prepaid Expenses........... 198, 252 67,595 102,571 
Patents and Good Will....... 23 , 693 21,950 20,205 

AM ORDIN We oa, Sh a AI $13,707,270 $15, 569 , 655 $19,316,359 

LIABILITIES : 

ue to Banks .s2c2 0.2525. 8 + 7002000 $ 1,200,000 be aR Nees a 
Accounts Payable........... 503,451 762,921 2,086,763 
INCCHUAlSEE Ret ee ee ee 395,459 580, 140 1,076,973 
Reserve for Federal Taxes... 33 , 000 347 , 772 2,395,000 
Current Liabilities........... $ 1,631,910 $ 2,890,833 $ 5,558,736 
4% First Mortgage Bonds... 7,548,375 7,148,075 6,610,480 
MOLL QOtUtES ne ee $ 9,180,285 $10,038,908 $12,169,216 
5% Cumulative Pref. Stock. . 614,110 619,120 619,120 
ComimontStock: feu... noe: 3,394,080 3,394,870 3,395,395 
Capitallsurplusseccis: «iy ori 912,187 930, 723 931,786 
Retained Earnings.......... (D)393 , 392 586, 034 2,200, 842 

ROTA eee eae ee $13, 707, 270 $15,569,655 $19,316,359 
Net Working Capital......... $ 4,619,616 $5, 242,127 $ 6,329,130 
COREE LTO on oe tn Boome 3.83 2.80 Dh es 
Tangible Net Worth.......... $ 4,503,292 $ 5,508,797 $ 7,126,938 
INetaSales tree eaieccietre 2 $14,472,514 $17,721,928 $31,845,178 
Sica et eee ee ee 250, 192 1,089, 426 1,994, 808 
Dyivad endst apterous ane: eee cea None 110,000 380, 000 


aggregated $3,334,426 and all but $490,000 was retained in the business. 
The deficit of $393,392 in retained earnings in year C was turned into a 
black figure of $2,200,842 by the end of year A. 

The tangible net worth increased 58.3 per cent between year C and 
year A. The net working capital increased a somewhat smaller percentage, 
as part of the retained net profits was used to reduce the outstanding 
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amount of first mortgage bonds. Over these 3 years the financial condition 
showed a steady increase in the current liabilities and the total liabilities. 
At the same time, a consistent decrease took place in the outstanding first 
mortgage debt. As a result, the relationship between the funded debt and 
the net working capital improved steadily. Here is the trend in this inter- 
esting relationship: 


Year C Year B Year A 
4% First Mortgage Bonds............. $7 , 548,375 $7, 148,075 $6,610,480 
Nets Wiorkine Capitaleee seers) sere 4,619,616 5, 2125127 6,329,130 
Ratio of Funded Debt to Net Working 
Capitalsee yt. oo. cee ete oar 163.4% 137.1% 104.4% 


The fiscal figures for year C revealed $7,548,375 of outstanding 4 per 
cent first mortgage bonds. By the end of year B this deferred debt had 
been reduced to $7,148,075, a difference of $400,300; and by the end of 
year A to $6,610,480, a further difference of $437,595. Over these 2 years 
the total reduction in the funded debt had amounted to $837,895, or 11.1 
per cent. Simultaneously the net working capital expanded from $4,619,- 
616 to $6,329,130, or 37.0 per cent. 

The trends in these two items show perfect improvement, a combination 
that only occasionally takes place. The funded debt was steadily reduced 
and the new working capital was steadily increased. The relationship of 
the funded debt to net working capital was heavy in year C with a ratio of 
163.4 per cent. The improvement in both items is reflected in the reduction 
in this ratio to 137.1 per cent for year B, and in the still further reduction 
to 104.4 per cent for year A. 

At year C this ratio was so heavy that a fundamental question existed 
regarding the financial soundness of this corporation. The improvement 
in year B was somewhat reassuring but not until the figures for year A 
were issued, showing that additional progress had been made instead of 
a slide backwards, was real evidence available that the new management 
had guided the affairs of the corporation almost out of the wilderness. 
wilderness. 

Condensed Analysis. From the time of the reorganization of this corpo- 
ration to the end of year C, operations had not been successful. Interest 
had been met on the outstanding 4 per cent first mortgage bonds, but 
after making these payments, a deficit had been created to the extent of 
$393,392. In year C net profits had amounted to $250,192 after all charges 
including interest, so it is evident at the end of year D the deficit in the 
retained earnings account had amounted to $643,584. 

This reorganization, like so many others, had represented a compromise 
between conflicting interests. The result was a situation unbalanced by 
heavy fixed assets and a very substantial funded debt. The current debt 
was kept to a moderate figure over all these years, an absolute necessity 
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in any serious attempt to work out such an unbalanced situation. Sud- 
denly, in year B very substantial orders were obtained from the Federal 
government. These expanding orders now provided the net profits to im- 
prove the basic financial condition rapidly and materially by redeeming a 
portion of the funded debt, and by keeping the greater portion of the 
remaining net profits in the business to increase the net working capital. 
At the end of year C, the outlook was not particularly bright; at the end 
of year A, the sky was rosy with only a few fleecy clouds. 

The one large fleecy cloud was the relationship between the total lia- 
bilities and the tangible net worth. The relationship between the current 
assets and the current liabilities was satisfactory on each statement date. 
Likewise, the relationship between the current liabilities and the tangible 
net worth was satisfactory. As the volume of sales increased, the current 
liabilities increased at a much faster rate than the decrease in the funded 
debt. Consequently the total liabilities expanded from $9,180,285 in year 
C to $10,038,908 in year B, and finally to $12,169,216 in year A. As the 
tangible net worth was expanding at a faster rate than the total liabilities, 
a gradual improvement was taking place in the relationship between these 
two items. In year C, the ratio of total liabilities to tangible net worth was 
204.0 per cent, in year B 182.3 per cent, and in year A 170.8 per cent. At 
this figure the relationship was still excessive, but the trend was in the 
right direction. 

This is a splendid example of how a capable management under pro- 
pitious circumstances is able to make a real improvement in a weak finan- 
cial situation. Many corporations which come out of a reorganization 
with a financial condition as unbalanced as this concern go downhill 
steadily and become bankrupt a second time. This case is a worthy exam- 
ple of a corporation that had a hard struggle for several years to keep its 
head above water because of the handicap of an unsound financial struc- 
ture and then under favorable circumstances made real progress, although 
the condition is still unbalanced with excessive fixed assets and heavy 
total liabilities. 


TYPICAL RATIOS OF FUNDED DEBT TO NET WORKING CAPITAL 


Where long-term liabilities exist, the funded debt of a commercial or 
industrial business enterprise should not exceed the net working capital 
if the financial condition is to be considered sound. The Kitchen Equip- 
ment Manufacturing Corporation, for example, at the end of year C, had 
a competitive disadvantage measured by the extent of interest charges 
on its funded debt plus depreciation charges on the proportion of its fixed 
assets which were heavier than the typical concern in its line. The entire 
interest charge on the funded debt was a competitive handicap, as the 
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typical commercial or industrial business enterprise has no funded debt. 
In this case the interest charge had to be earned by the turnover of a net 
working capital of $20,869, which was only 35.8 per cent as large as the 
funded debt. It is frequently difficult to earn these interest charges, to- 
gether with amortization, year after year, but particularly so when the 
net working capital is less than the funded debt. A top-heavy funded debt 
generally insinuates itself surreptitiously into the financial condition of a 
commercial or industrial business enterprise. 

This situation is exemplified by the unprofitable operations of the 
Kitchen Equipment Manufacturing Corporation for the 5 years up to 
year A, by the unsound operations of the Dye Works Company, Inc., 
over an even longer period, and by the operations of the Valve & Pipe 
Manufacturing Co., Inc., for a series of years up to year C’. Even paper 
mills, which traditionally have been financed substantially with funded 
obligations, cannot stand the strain if the funded debt becomes excessive. 
The measure of excessiveness is not a comparison of the funded debt with 
the depreciated book value of fixed assets or with current earnings, which 
often fluctuate widely from one year to another, but with the net working 
capital. 

The managements of many business enterprises, particularly retail 
stores, feel that taxes on real estate and improvements, depreciation on 
buildings, and the interest charges on a funded debt that was issued to 
provide part of the funds to acquire the property are payments that are 
made in lieu of rent. Whether these aggregate charges are in excess of what 
would be a normal rent is a matter of comparing operating costs under 
both situations. The amount of the rent on leased quarters can, however, 
be revamped at the end of a lease. Where property is owned in fee, the 
above-mentioned charges are fixed. 

Land and buildings fluctuate in market value like all other com- 
modities, and many business enterprises have become financially em- 
barrassed by the drop in the value of land and buildings below the 
amount at which these assets were mortgaged. The only remedy to such a 
situation is a preventive one; the investment in fixed assets should never 
exceed a certain percentage of the tangible net worth, and a funded debt 
should never exceed a certain definite fixed percentage of the net working 
capital. Then, although a loss may be taken if an unexpected situation 
arises, rarely is the loss so great as to force the concern into bankruptcy. 
Moreover, if these relationships are adhered to, a margin exists so that 
the management will have a leeway for a reasonable period of time to 
change policies and to work out an unfavorable situation. 

Typical relationships of funded debt to net working capital are given in 
Schedule 27 for 37 lines of manufacturing, 18 of wholesaling, and 11 of 
retailing. 
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Ratios oF FunpED Dest To Net Work1nG CaApiTaL [Schedule 27] 
Percentage 
Lines of Business Activity Median , 
Five- 
Year 
1960 | 1961 | 1962 | 1963 | 1964 | “¥°"22° 
MANUFACTURERS 
Agricultural Implements and Ma- 

Chinenys eee) ate ae akon SORT 242) | oonOle4o 6) |odel 34.8 
Airplane Parts and Accessories....... 34.5| 29.2] 31.3] 45.5 | 43.4 36.8 
Automobile Parts and Accessories....}| 37.0] 23.1] 26.4] 23.9 | 34.8 29.0 
BaAkerdc en wee eet eens dccighs 6 asésl COS) Bile || 30.67) CE.% | Grok 67.1 
Bedsprings and Mattresses.......... 30.2} 61.3] 10.5] 24.8 | 18.5 29.1 
Bodies, Auto, Bus, and Truck........ 32.5] 36.3] 39.9] 31.4 || 40.6 36.1 
Bolts, Screws, Nuts, and Nails.......] 35.7] 42.8] 20.6] 40.5 | 67.6 41.4 
ISRO WENCSari yi eN- stl cetsuc ets aes 63.6) 74.3] 53.8] 35.0 | 63.6 58.1 
Chemicals) Industriale. ..).05.. 4... 62.8| 61.6] 54.7] 89.4 | 83.0 68.3 
Coats and Suits, Men’s and Boys’....| 20.2] 26.5] 16.4] 23.3 | 27.3 22.7 
Coats and Suits, Women’s...........| 41.1] 55.5| 26.5] 30.2 | 23.9 35.4 
Wonfectioneryaert oi oo Elen das 35.0] 30.0] 15.6] 39.8 | 30.4 30.2 
Contractors, Building Construction...) 24.3] 17.5] 29.3] 29.3 | 45.7 29.2 
Contractors, Electrial............... 9.3} 29.6] 8.4] 33.4 | 31.9 2200 
Wattons@lotiveMills=ens-). er. et 22.8) 15.2) 26.5) 39.6 | 20.3 24.9 
Dresses, Rayon, Silk, and Acetate 30.2] 24.2] 38.4] 29.4 | 35.9 31.6 
DUO Sac Me Pera wae oad s, < fo dhe acts PE || DSO) AOS PAs |) Sala! 23.8 
Electrical Parts and Supplies......... 24.1] 28.6] 37.4] 24.6 | 26.9 28.3 
Foundries, Iron and Steel............ 2E.8|| BY) PQ .8 |) BB | Be 3002 
Fruits and Vegetables, Canners...... 36.0} 49.9] 31.8] 49.4 | 47.2 42.9 
IDSA AOR ead rae hae a RS 23.9) 21.4] 24.0} 38.8 | 29.4 27.5 
Handwarevand Noolse..... asks. || Of22 || 28.9) 223.9) 2os0n e290 28.0 
LO STC Tyg eee Oe tae ec Lit 0 caro tnt Peo Es 44.5| 49.7| 45.6| 22.9 | 22.6 37.1 
MS UIT DEI Medes i Pos hs Rees ahaa 57.8| 48.9] 46.5] 39.0 | 53.5 48.1 
Machine Shops.. so o005|| Cb o@)|| P4451) Gor) |] A.C 42.6 
Meats and Provisions, ‘Packers barnes 3956)) S.0)|| 210) HO! | Oe 47.0 
INMetaleStampings ayn em iee cle aes 37.3| 54.8] 48.7) 48.2 | 37.0 44.2 
Outerwear,-Knittedinn. yss5- ac. 25- 26.8) 18.8] 17.6] 87.2 | 45.5 29.2 
Overalls and Work Clothing......... MEY | YO) P37) POS || B78 25.7 
Paints, Varnishes, and Lacquers...... US| PUN COZ eee |) Pal oe 20.2 
LEEW Oe! oe tics 6 eee ceo Rare Ol RO 67.2] 65.5| 64.8] 78.5 | 85.9 71.4 
IPAPEry BOXES Iie oh hela esse bei cn cies (5a) OOOO Men Garon | dle: 63.6 
Printers id O Dm wen aee. ie kocmteretietetneh: MS) BOS) BSA) 7.8 || GOS 52.5 
Shirts, Underwear, and Pajamas, 

MIG .5 065 08 SES oe OO ee 13.7] 28.7 || 28.8] 24.8 | 35.4 26.3 
Shoes, Men’s, Women’s, and Chil- 

OH UTS ow de Gero p aoe Ce ora cee iat || GRA UWSP PAL |) Pess 20.1 
Soity Drinks =bottlersuaa ryan: 101.8] 155.3] 114.6] 84.2 | 81.6 | 107.5 
Structural Iron and Steel, Fabricators.| 23.2] 30.5] 30.9] 40.3 | 28.8 30.7 
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[Schedule 27 (Cont.)] 
Ratios or Funpep Depts TO Nerv WorkinG Capita (Continued) 


Cee a es 


Percentage 
Lines of Business Activity Median Rive: 
Year 
Average 
1960 | 1961 | 1962.) 1963 | 1964 
WHOLESALERS 

Automobile Parts and Accessories... .| 16.9] 21.4 | 22.1 | 23.2 | 20.0 20.7 
Cigars, Cigarettes, and Tobacco...... LG) AOsI || SA. || Wats || Bz o24 23.8 
@onfectionerysere ee ee en ee 10.0] 26.0 | 28.9 9.7 pb 18.4 
Drugs and Drug Sundries........... Dorie Zany (el Seaalmoomal|eLoez 23.6 
Dry s Goods ean ea ee ee eee 16.9] 20.7 | 15.6 | 32.4 | 24.8 222,11 
Electrical Parts and Supplies......... 22.4] 20.4 | 15.8 | 20.4 | 23.7 | 20.5 
Fruits and Produce, Fresh. . ...../188.4]°48-5 | 34.0 | 72:2°] 4374 67.3 

Gasoline, Fuel Oil, and Lubricating 
OFT Pe ee a a rn CO ents 30.0] 34.2 | 47.9 | 66.6 | 53.4 | 46.4 
Groceries: Seer tee de ene Se es 33.9] 34.1 | 29.4 | 32.7 | 32.4 32.5 
Hardware yen eek wey ree ee PPPS PALS || Us |), yO) | eg 18.9 
Household Appliances, Electrical..... 19.6| 25.3 | 16.6 | 20.6 | 22.7 21.0 
Lumber and Building Materials......}| 22.4] 17.1 | 18.5 | 27.3 | 22.7 21.6 
Meat and Meat Products............| 26.5] 34.1 | 21.3 | 32.3 | 40.5 30.9 
Paints, Varnishes, and Lacquers...... 16.6] 17.9 9.6 | 32.6 | 20.8 19.5 
PAD eres eco ee a Be 15.2) 22.5 | 18.8 | 24.0 | 29.5 22.0 
Plumbing and Heating Supplies......| 14.1] 15.9 | 19.3 | 22.2 | 22.8 18.9 

Shoes, Men’s, Women’s, and Chil- 
ATED’ S) a otet. te a ete etc eee: PA leita MALS) Neale y | Neyer} | 0) 15.6 
Wires pill Ol Oe ooosnonooenecasoa|| dees) IOI | 183.74 |) Biz 20.5 18.7 

RETAILERS 

Clothing, Men’s and Boys’.......... 34.9} 27.6 | 30.9 | 19.6 | 31.6 28.9 
Clothing, Men’s and Women’s....... 3472)| 28.6 1933.5 139.0) 3156 33.4 
Departin'entsstores aa: anion ee 30.6] 31.3 | 27.8 | 30.8 | 34.6 31.0 
IDISCOUN tI OLOLES ee et res eae roe? tl) aeons | PSSR ONES Teena 4on0 43.6 
Hurmishin gs lehisaenes at near 35.8] 23.8 | 18.6 | 29.5 | 37.4 | 28.8 
Kurnitures). 22... Deere Gees Peel O) ial oS sel GR Gr poo eon moma: 19.2 
Groceries and Meats.. Sos eee «|6620'4603) || 4980F Roos te |sosns ysyoil 
LATA WATC seat te sco oe eee 18.3) 25.8 | 22.5 |) 44.2 | 30.9 28.3 
Lumber and Building Materials...... DoT ANPoteo IP 24er Ie25uo | 20nd 25.5 
SHOES irae Sas Leek, Tes 6 eee 20.0} 27.9 | 24.2 | 24.9 | 30.2 25.4 
Women’s Specialty Shops............ 29R Sie 2026") 35.20 | S6no0| ole4te|eeo aed 


Of the 37 lines of manufacturing activity listed, for which the average 
ratios of funded debt to net working capital have been determined over 
the spread of years, the highest ratio is shown by bottlers of soft drinks 
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and carbonated water with a 5-year average of 107.5 per cent. This state- 
ment does not mean that most bottlers show this relationship. Many 
bottlers, as a matter of fact, have no long-term liabilities whatsoever. 
This particular relationship was determined only from the figures of those 
particular bottlers which did have outstanding funded debts. Next highest 
were paper mills with a 5-year average of 71.4 per cent, followed by manu- 
facturers of industrial chemicals with 68.3 per cent. Wholesalers of fresh 
fruits and produce lead the wholesale trades with a 5-year average of 
67.3 per cent, followed by wholesalers of gasoline, fuel oil, and lubricating 
oil with 46.4 per cent and groceries with 32.5 per cent. Grocery and meat 
stores with 55.1 per cent have the highest 5-year average among the 
retail lines. 


Maxim 


The examination of thousands of balance sheets yearly in all lines of 
industrial and commercial activity has led to the conclusion that rarely, 
if ever, should the aggregate of funded liabilities exceed the net working 
capital. Where the funded debt is heavier, the relationship invariably is 
unbalanced. Under such circumstances, the entire capital of a business 
enterprise is tied up in noncurrent (slow) assets, and the concern must 
operate currently, from day to day, on long-term borrowed funds. Interest 
and amortization become a burden, often too great a burden to be carried 
in a world of competitive capitalism, fluctuating sales, and constantly 
varying gross margins of profit. 


THEORY AND PROBLEMS 


1. The Screw & Bolt Corporation manufactures an extensive line of screw and bolt 
products. Set up the following balance sheet on a columnar sheet of paper, com- 
puting (a) current assets, (b) current liabilities, (c) total liabilities, (d) net working 
capital, (e) current ratio, and (f) ratio of funded debt to net working capital. 
Then give your interpretation of the ratio of funded debt to net working capital. 


Screw & Bout CoRPORATION 
Balance Sheet, December 31, 19— 


ASSETS 
Current Assets 
@ashwinebanksrandionvhand see eee rs ee eee $1 , 423 , 665 
Marketable securities, at cost. . : $ 359,510 
Less: Reserve for excess of cost. over ‘quoted 
MAT Ke Gav AlUCS ere ast goes oe ae cea an 310, 267 49 243 
Accounts receivable—Trade..............- $ 361,419 


IP RESIN gon bc oe SO Oee OU eno oes 5,703 355,716 
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Screw & Boutr Corporation (Continued) 
Inventories, certified by officials as to quanti- 


ties and condition 
Raw materials—lower of cost or market. $ 742, 047 


Supplies—lower of cost or market...... 191,749 
Finished and semifinished products— 
normal cost, less than market........ 1,103,328 2,037,124 
Miscellaneous accounts receivable.................-+-- 7,548 
Recervablestrompemployeessasee 24ers aoe ee en 14,175 


Amount Receivable from Officers and Directors........... 
Fixed Assets, at cost 


1 GENES Wied ec teem wae ea ar i tvaierl ei, Ue cr SoA, Jal $ 842,757 
Buildings eerie eee es Serie RE ee $2,876,158 
Machinery, equipment, and fixtures........ 3,646,759 
$6 , 522,917 

Less: Reserve for depreciation.............. 3,595,412 2,927,505 

Uncompletedsconstructionterrt rest rte aera a eee 18,937 

PatentsratccOster mires ack te Moen gn ee eer ee eee $ 50,009 

CSSseAMNOLUIZA IONE staat rece kee ora a eee 28,420 


Deferred Charges 
Prepaid insurance, taxes, expenses, etc................. 


LIABILITIES 
Current Liabilities 
Accountsspayable——Trade@tinrcs.. atin See re $ 199,054 
Accrued liabilities 
IPS VALOIS ete tentcP aca cat ent hy te eae ANNE RT os 63 , 894 
Maxess other thanancomewtaxes asa serene ce aean 102,346 
nib eres teeters aAlyat is oma cr ad rasa me Ea ee Pe 10, 200 
AN BO ther hermit: pan ey howe hon Se eee eR eee 59 , 248 
Stra Saye OTNG! PORN one Goad oot ered nenuus Se anes awed 60,000 
Reserve for Federal income taxes...........\.......0.5 22,535 


Funded Debt 
Eleven-year first mortgage 414 % bonds due 


May 1, 19— Authorized and issued................. $1,500,000 
Less: Redeemed and canceled.......... $ 60,000 
Sinking fund payment due—trans- 
ferred to current liabilities......... 60, 000 120,000 


Capital Stock and Surplus 
Capital stock 


1FoOOOLO00sbaresestated satus rien arene $1, 500, 000 
Surplus 
PAIS Ret DIS 2 2... <0 knee $3 , 823 ,994 
Retaimedtearnings sc 35 ee ee eee 596,684 4,420,678 


$3 , 887,471 
56 , 600 


3,789,199 
21,589 


63 ,096 
87,817,955 


$ S17, 277 


1,380,000 


5,920,678 


$7,817,955 


2. Give a definition or a comprehensive explanation of the meaning of funded debt as 


used in everyday practical financial statement analysis. 


3. State briefly what information you would obtain from the ratio of funded debt to 


net working capital. 


FUNDED DEBT TO NET WORKING CAPITAL Die 


. Funded debts, at times, are secured. Give the principal assets that are often 
pledged as security. Why is it essential to ascertain whether a funded debt is se- 
cured and what that security represents? 


. Why is it desirable to study the indentures covering long-term issues of funded 
obligations of commercial and industrial corporations? 


. The treasurer of the Cement Manufacturing Co., Inc., called on the vice-president 
of a bank in a central reserve city with the idea of opening an account by obtaining 
a loan from the bank. Among the financial schedules that the treasurer turned over 
to the banker was the following fiscal balance sheet. The vice-president asked the 
credit manager of the bank to post the figures on a comparative statement blank, 
make the following computations, and return the balance sheet with a brief inter- 
pretation of these four computations: (a) current ratio, (6) current liabilities to 
tangible net worth, (c) total debt to tangible net worth, and (d) funded debt to 
net working capital. Assume you are the credit manager of the bank. Post the 
figures, make the necessary computations, and, by interpreting the above four 
ratios, write your memorandum for the use of the vice-president in deciding whether 
the account should or should not be opened with a loan. 


Cement MaNnuracrurRine Co., Inc. 
Balance Sheet, December 31, 19— 


ASSETS 
Current Assets 
Gash inebanksrand sonehan des ...se sts nee $ 3,320,409 
Notes and accounts receivable 
Grishomenrsae tye cre Men ee kek ee ee $288 .907 
Otherste wipe Mea cn wie Aare es. Oe 12,660 
$301 , 567 
FESS WIRESCILV CS eee ies. -8 Ce eI a a 63 , 693 237 , 874 
Inventories, at cost or market, whichever is 
lower 
Cement yee e Mes. Ath Ske een ee $756 ,695 
IBTOCESS*SLOCK Serer Ses ce or See eer tn ate 227 ,124 
IBYNAE og & cease Siete eB cay ees ate eat a Seen 259 , 157 
SUDDLESeMeee ett. eee See er an DIS) mel 4 20h 274 
$ 4,978 ,557 
U.S. Government Securities, on deposit with State Work- 
men’s Compensation Commission, at face value....... 35 , 000 
Sundry Investments and Deferred Receivables, at esti- 
miatedarealizable valuesemmrms saan vee eer Stes aan re 26 ,326 
Fixed Assets, at reproduction cost, less depreciation, as 
appraised, plus subsequent additions at cost, and less 
depletion and depreciation provided 
Land, buildings, machinery, equipment, etc........... $34,799,834 
Less: Reserves for depletion and depreciation......... 19,902,865 


$14 , 896 , 969 
Less: Balance of special reserve created out of capital 


surplus for elimination of appreciation........... 7,859 , 902 
$ 7,037,067 
Investment in a foreign subsidiary (50% owned) whose 
On yeasse Ghistl an Were ee. oy Stork hee, ar iceese ores sare 225 , 000 
aeons 7,262 ,067 
40 ,759 


Deferred Charges to Future Operations................ 
$12,342,709 
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SHEETS 


Cement Manuracrurine Co., Inc. (Continued) 


LIABILITIES 
Current Liabilities 

Accounts payable (trade).................- 

Accrued liabilities 
Salariesvande wages... +s. ee mee: $ 28,204 
DUDS qos a Seek ote ae an uN ice ok Bina on le 93,121 
TteneStsoe re tere acta shee dee Pecan a 125 ,422 
INTRON eRe cor et ee eee 36 ,393 


Provision for Federal Income Taxes................... 

First Mortgage Sinking Fund 4% Gold Bonds, Series A, 
Due September 15, 19—: 

1 RST lhe Pa ca nce a Ned Acheter ch oa ts 


Less: Held in treasury (of which it is estimated 
$449,000 principal amount will be retired through 
sinking fund during the next fiscal year)....... 


Reserve for Self Insurance (Workmen’s compensation).... 


Capital Stock and Surplus 
Preferred stock 
Authorized—125,000 shares without par value, enti- 
tled to $100 per share and accumulated dividends 
onMnvoluntary, laMidationa-eeee eee ee 
Issued—121,200 shares Series A, Convertible $5 
Cumulative (redeemable at $110 per share) stated 
Bless OPEL IShaALes acai oe ee Or ee ree 
Common stock 
Authorized—587,500 shares without par value 
Issued—400,000 shares stated at $1 per share 


Capitalisurplusi. ac--o5% sent tton oh etn ele oe se te 
Retain earearnin Geaare, cele Bae. one 2 a7 eres Pie ae lew: 


. $ 72,389 


283 , 140 


106 ,087 


$14,515,000 
5,228,000 


$ 9,287,000 


2,120,000 


$ 3,030,000 


400 ,000 


$ 3,430,000 


951,935 


182 ,823 


$ 461,616 


7,157,000 
149 335 


4,564,758 
$12,342,709 


7. When is a funded debt heavy in relation to the net working capital of a commercial 


or industrial business enterprise? 


CHAPTER X 


Fixed Assets to Tangible Net Worth 


In the development of accounting and credit practices a certain group 
of items in the balance sheet has come to be known as fixed assets. These 
assets, as explained in Chap. IV, consist primarily of land and buildings 
but also include many other items generally of a depreciable or depletable 
nature, such as machinery, equipment, tools, furniture, fixtures, leasehold 
improvements, pipe lines, and rolling stock. These items represent a very 
substantial part of the tangible net worth of railroads, public utilities, 
pipe lines, and mining corporations. Although a somewhat smaller per- 
centage, they still represent a substantial part of the tangible net worth 
of manufacturers; they are a much smaller percentage of the tangible 
net worth of retailers, and an even smaller percentage in the case of 
jobbers, wholesalers, and financial institutions. 

Modern life has been so influenced by the results of the industrial 
revolution that it is well-nigh impossible to conceive of a world without 
the machine. An era in which goods were produced by families in their 
homes, by artisans in their small shops, by small mills with the crudest 
of simple machinery ‘‘is more unreal in retrospect than the extravagances 
forecast for the coming centuries by writers of science fiction.””? Economie 
wealth through the colonial era and well into the nineteenth century was 
measured primarily by actual material possessions, of which the most 
important were fixed assets represented first by land (mostly farm lands), 
and then by buildings, and in the world of business by ships, which were 
so absolutely essential in transportation and commerce. 


1 Statistics of Income 1961-62 contains combined balance sheet figures for all cor- 
porations engaged in (1) manufacturing processes, (2) retailing, and (3) wholesaling. 
Computations from these combined balance sheets and supplementary tables indicate 
that all manufacturing corporations (173,558) showed a ratio of depreciated capital 
assets plus land, that is, fixed assets to net worth of 54.4 per cent; all retail corpora- 
tions (230,243) a ratio of 42.0 per cent; and all wholesale corporations (123,412), a ratio 
of 25.0 per cent. Computed from Statistics of Income 1961-62, Corporation Income Tax 
Returns, pp. 52, 95-96, 101-102 (Internal Revenue Service, U.S. Treasury Depart- 
ment, Washington, D.C., 1964). 

2 Kirkland, Edward C., A History of American Economic Life, 3d ed., p. 80 (Apple- 
ton-Century-Crofts, Inc., New York, 1951). 
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Until after the War of 1812 up-country freighting, that is, from the 
seaport cities and towns inland, was by pack horses and wagons; down- 
country freighting, that is, from inland settlements to the coasts, was 
mostly by various types of vessels such as arks, sloops, barges, and keel- 
boats. Shortly after 1815, steamboats and canals transformed inland 
transportation in three ways: they cheapened the cost and shortened the 
time for carrying bulky freight to the interior; they connected formerly 
isolated transportation systems; and they opened to settlement country 
that had been previously unavailable because it was not accessible to 
natural waterways. Waterways were comparatively smooth avenues for 
commerce, while transportation over primitive roads offered daily adven- 
tures in which human ingenuity was tested by a constant variety of 
problems in getting freight over boggy roads and fords. 

So long as pack horses and wagons remained the only means of trans- 
porting merchandise inland, overland freight cost from 20 to 40 and even 
60 cents a ton-mile, according to the condition of the roads and the dis- 
tance covered. The saving effected by railways is sufficiently indicated by 
the single fact that transportation charges fell to 3 cents a ton-mile, or to 
about one-tenth the cost of wagon carriage. This radical revolution in 
transportation was accomplished within a single generation. The con- 
sequent sudden enlarging of markets gave a powerful incentive to the 
growth of manufacturing businesses with their relatively large invest- 
ments in fixed assets.? 


Evolution of the Factory System 


The factory system of manufacture, with its large investment in fixed 
assets, obtained its first real foothold in the United States following the 
passage of the Embargo Act in December, 1807. Factories appeared in 
the textile industry, initially for the spinning of yarn, and then in 1814 for 
the weaving of cloth. Shortly before the Civil War, this factory system had 
spread into the manufacture of wood and metal products which required 
the mechanical production of uniform and interchangeable parts such as 
the manufacture of firearms, agricultural implements, sewing machines, 
clocks, and watches. As the system spread, factory towns such as Lowell, 
Lawrence, Holyoke, Fall River, Cohoes, and Paterson sprang up along 
the streams of New England and the Middle Atlantic States. 

With the early consolidation of railroads, headed by the New York 

‘In a volume of striking insight, The Coming Struggle for Power (Covici, Friede, 
Inc., New York, 1933), John Strachey argues with convincing logic that the basic 
reason for the growth of the capitalistic system and the waging of important wars 
over the years has been the growth in and the struggle for the constant enlargement 


of the market. In this theory, Strachey would certainly have included the Second 
World War, which he forecast by clear implications. 
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Central and the Hudson River lines in 1869 by Commodore Vanderbilt, 
impetus was given to large-scale production and commerce under the 
corporate enterprise which provided a medium of wealth in the form of 
corporate securities, stocks, and evidences of debts which, together with 
government securities of all classes, gradually appeared more interesting 
to the investing layman than real estate. The widespread colonial policy 
of investing in land now came to be represented by the broader investment 
in corporate securities; the corporations in turn proceeded to invest in 
fixed assets in the broad connotation of that term. In this development, 
the value of fixed assets in industry and commerce increased by leaps and 
bounds. 


Value of Fixed Assets 


In the following chapter we shall learn the various formulas and the very 
different dollar amounts at which the same physical quantity of inventory 
may be valued and carried in the balance sheet. In Chap. XXIV, we shall 
learn the reasons why many assets, including fixed assets, are often carried 
in balance sheets at figures above or below their “actual”? value. At this 
point, the analyst should be cautioned that the dollar amounts at which 
the various items comprising the fixed assets are carried in the balance 
sheet are relative and not absolute values, depending upon the method of 
valuation, that is, depreciated cost, market, replacement less depreciation, 
or liquidation value. 

Cost Less Depreciation.* The most general method of valuing fixed assets 
is cost or a modification of cost, that is, land at cost; machinery, tools, 
equipment, furniture, and fixtures at cost less depreciation; and buildings 
at cost plus capitalized improvements less depreciation. While this method 
of valuation has the virtue of consistency and is hallowed by precedent, 
the analyst must keep in mind that the basis is an accounting convention 
which signally fails to measure current economic value. 

Cost might have been an inflated cost, or a deflated cost compared with 
the economic value at the date of the balance sheet. Improvements or 
betterments, instead of being capitalized, may have been charged to ex- 
pense, while repairs and ordinary maintenance customarily charged to 


4 Depreciation is not a method of valuation. This fact is emphasized in the definition 
prepared by the Committee on Accounting Procedure of the American Institute of 
Certified Public Accountants. That definition reads as follows: [depreciation accounting 
is] ‘‘a system of accounting which aims to distribute the cost or other basic value of 
tangible capital assets, less salvage (if any), over the estimated useful life of the unit 
(which may be a group of assets) in a systematic and rational manner. It is a process of 
allocation, not of valuation.’’? Accounting Research and Terminology Bulletins, p. 76 
(American Institute of Certified Public Accountants, New York 1961). 
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expense may have been partly or largely capitalized. Depreciation of 
depreciable assets may be too low, which would inflate the value of the 
fixed assets, or too high, which would mean that the item had a higher 
value than that carried on the books. Moreover, the technique or the 
standard of depreciation in use by a particular concern would affect book 
value. 

Market. Whereas merchandise is quite generally valued at ‘cost or 
market, whichever is lower,” fixed assets are rarely if ever valued on this 
basis. When a small or moderate-sized business enterprise is purchased, 
quite often the market value of the fixed assets is one of the components 
that go to make up the aggregate price to be paid for the business. In 
practically all active business enterprises there is absolutely no connection 
between the value at which fixed assets are carried in the balance sheet 
and actual market value. 

Replacement Less Depreciation. When larger business enterprises are 
purchased, merged, or consolidated, it is often highly desirable as a prac- 
tical business policy to ascertain the existing replacement value, less de- 
preciation, of the fixed assets. Work of this nature is undertaken by 
appraisal companies. Quite often this valuation appears in the initial 
balance sheet after control has changed hands, or a merger or a consolida- 
tion has taken place. Subsequent valuations as carried in succeeding bal- 
ance sheets might depart from their economic value for the very same 
reasons that the valuation of cost less depreciation is different from 
economic value. 

The fact that fixed assets are often carried on the books at a figure below 
replacement less depreciation provides a realistic advantage, as in theory 
depreciation costs charged into the income statement would be less than 
corresponding charges of competitors that might be carrying their fixed 
assets at a figure closer to actual replacements less depreciation. Con- 
versely, where fixed assets are carried at a higher figure, depreciation 
charges in theory are greater and, to that extent, increase accounting cost. 

Liquidation. The above three bases of valuation are predicated on the 
assumption that a particular business enterprise is a going concern. When 
a business enterprise is in a very extended financial condition and bank- 
ruptcy looks inevitable in the near future, the fixed assets might be 
appraised for valuation, not as a going concern but as a liquidated busi- 
ness. A building which might be valued at $100,000 by a going concern 
might be worth only $26,000 if the concern becomes bankrupt and the 
building must be sold. Machinery, equipment, tools, furniture, and fix- 
tures, likewise, would have only a fraction of their value to a going busi- 
ness, if liquidation were anticipated. This is the rock-bottom basis, the 
minimum that might be raised by forced sale under the most unfavorable 
circumstances. 
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Comparative Relationship of Fixed Assets 


For every line of commercial and industrial business activity, there is a 
certain proportion of the tangible net worth that may typically be in- 
vested in fixed assets. A smaller proportion may be a favorable feature- 
A higher proportion may be unfavorable for two simple reasons: first, the 
annual depreciation charge that must be assumed in the income statement 
is proportionately heavier than for competitors; and second, if the fixed 
assets are very heavy, the concern has either a low net working capital 
with subsequent overtrading, as will be outlined in Chap. XV, or a funded 
debt to furnish adequate net working capital, as analyzed in Chap. IX. 

Consider the case of two department stores in the same city, each on 
opposite corners of the same block and each handling an annual volume 
of business in the neighborhood of $2,500,000 on a tangible net worth of 
approximately $1,000,000. One store operates from a five-story structure, 
which is twenty-three years old but which had been kept modern and in 
fine condition by constant repairs and improvements. The land, building, 
furniture, and fixtures are carried on the books at a net depreciated value 
of $300,000. The management of the second store erected an up-to-the- 
minute structure of six stories 3 years ago. The net depreciated value of 
its land, building, furnishings, and fixtures is carried at $700,000. For 
the first store the land is carried on the books at $100,000, and for the 
second store at $150,000. The respective value of the remaining fixed 
assets subject to yearly depreciation in the two cases is $200,000 and 
$550,000, respectively. The rates of depreciation on the structure, furnish- 
ings, and equipment are approximately the same for both stores. It is 
obvious that the dollar depreciation to be taken into the income account 
as an item of yearly expense of the second concern is 2!4 times as large as 
that taken by the first concern. Here is the proportionate handicap that 
must be overcome in a highly competitive market where selling prices, 
by and large, are the same. 

Presumably, in the second case the management took extreme pride in 
having the most modern department store in the city. The management 
hoped and assumed that such a structure would have a competitive ad- 
vantage in increasing its volume of sales, and that the increased volume 
would provide sufficient additional profit to offset the additional deprecia- 
tion charges and even earn a larger final net profit on the tangible net 
worth. Frequently such reasoning does actually work out in practice; 
often, however, the handicap of the additional charges and the necessity 
of operating on a lower net working capital and consequent heavier lia- 
bilities do not work out successfully. Such managements are dominated 
more by enthusiasm and prospects for the future than by realities in a 
competitive world where price so often makes the market. It is more a 
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question of the desires and hopes of management, and less a question of 
what is sound financial policy for the business. 


ILLUSTRATIONS OF RELATIONSHIPS 


No situations are more disappointing or more unsound than those re- 
sulting from a management’s belief that a larger and better plant, store, 
or home office is desirable. Accordingly, it invests a substantial proportion 
of the tangible net worth in fixed assets. Too late does the management 
learn from experience that the move was financially unsound. Capital 
once invested in fixed assets is there to stay, except insofar as yearly de- 
preciation is earned. Interest, dividends, salaries, wages, and burden can- 
not be paid by excessive investments in bricks, mortar, or beautiful 
furnishings. 


Wholesaler of Fuel and Oil 


In 1928 the Wholesale Fuel & Oil Corp. was incorporated under the laws 
of the State of New York to acquire the assets and the businesses of six 
concerns operating in near-by cities and towns as wholesalers of coal and 
fuel oil. At its inception this corporation was a representative enterprise, 
operating on a paid-in capital of $2,600,000, consisting of $1,250,000 of 
5 per cent prior preferred stock, $1,250,000 of 5 per cent cumulative pre- 
ferred stock, and $100,000 of common stock. Against this tangible net 
worth of $2,600,000 the corporation carried in its balance sheet fixed assets 
consisting of land, buildings, machinery, equipment, and delivery trucks 
at $5,000,000, or 192.3 per cent of its tangible net worth. In order to carry 
fixed assets of this excessive size, it was necessary for the concern to have 
a substantial outstanding funded debt. This debt amounted to $3,000,000, 
consisting of $1,500,000 four per cent first mortgage bonds and $1,500,000 
five per cent convertible debentures. 

The annual interest charges on the funded debt, amounting to $135,000, 
and the substantial depreciation charges on the top-heavy fixed assets re- 
sulted in net losses from the very first year. The business was basically un- 
balanced with excessive fixed charges and from the inception the result 
was tragically expressive. The business became more and more cramped 
for working funds. The struggle to provide income to meet outgo ended 
after 6 years. Funds were not available to meet the interest charges and 
the corporation was petitioned into bankruptcy. 

In the reorganization, the holder of each $1,000 of 4 per cent first mort- 
gage bonds received $1,000 in 4 per cent first mortgage cumulative income 
bonds. The holder of each $1,000 of 5 per cent convertible debenture re- 
ceived in exchange $675 in 4 per cent convertible income debentures and 


| 
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WHOLESALE FurEL & Ort Corp. 


Comparative Figures for Years Ended December 31, 19— 
a es a a ge 


[Schedule 28] 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Os ee ne ee eer $ 58,649 $ 53,767 $., 36,331 
Notes Receivable............... 14 320 10 , 226 6,182 
Accounts Receivable....... 112-556 OR 2 al 90,005 
MTVCTILOL Ventre amen ene ome 117,888 94,383 73,549 
Gainnent Asseistee ate. uc) Ae $ 303,413 $ 268,647 $ 206,067 
ixedmAssetssNete sss cn. 0a: 2,871,905 2,812,165 2,755,880 
Miscellaneous Receivables....... .......... 6,673 2,924 
Weferred Charges). .52..0..... 30,100 17,406 10,789 
POG. eee wee. te 1 1 1 

Ota teem oe 5 $3,205,419 $3,104, 892 $2,975,661 

LIABILITIES 

Notes Payable for Merchandise.. $ te (22, Sf UB Bye $ 46,028 
Accounts Payable. . Hah 148 ,025 131,227 128,419 
AGORTENRI OS ooh G Oo aces cae aaa 10,699 11,950 12,084 
WiwertoyvOficers.. ss... ee. 21,921 ne Se) 18,079 
CaiinenlitGotlites= aay eee a ee: $ 188,367 $ 174,979 $ 204,610 
Real Estate Mortgages.......... 107 , 250 102,050 102 ,820 
Ist Mtge. 4% Cum. Inc. Bonds.. 1,390,300 1,390,300 1,215,000 
4% Convertible Income Deben. . 987 ,220- 987 , 220 982,780 
Accrued Bond Interest.......... i Bey 168 ,300 206 , 827 
Total Liabilities..............-7 $2, 784,874 $2, 822 , 849 $2,712,037 
Common Stock................ 21,005 21,005 20,870 
Capitalasucplusssss eae. ane 100 ,000 100 , 000 100, 000 
Retained Muarmings, ee es... ___ 299,540 161,038 142,754 

PO DAM awieeeney ee fit eae. 2 $3 , 205,419 $3 , 104,892 $2,975,661 
Net Working Capital............ $ 115,046 $ 93,668 $ 1,457 
CORHG IMHO 22S: es OE Oe Be il Bil 1.54 1.01 
Tangible Net Worth............. $ 420,544 $ 282,042 $ 263,623 
NCAR ES, ee $1,464,992 $1,422,960 $1,236,575 
INGE TRON «oe es ese come ee once UBIO Uae (L)138 ,502 (L)18 , 284 
Dividends ee ce re or. None None None 


five shares of common stock. Interest on both issues of funded debt be- 
came payable only out of income but before depreciation. The financial 
condition for 3 years appears in Schedule 28. 

These three sets of comparative figures disclose a condition radically 
different from that which existed at the inception of the enterprise. In- 
stead of a tangible net worth of $2,600,000, at year C the tangible net 
worth was $420,544, and at yéar A, only $263,623. What a magnificent 
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shrinkage! Losses had been assumed for each of the intervening years. 
The net working capital in year C amounted to $115,046, in year B to 
$93,668, and at year A had finally dropped to the nominal figure of $1,457. 
Hard times again were a-knockin’ at the door. 

These balance sheets are of interest because the financial condition of 
this enterprise is characterized by very heavy fixed assets. It is a rare 
occurrence to run across a commercial or industrial business enterprise 
where the fixed assets are as relatively heavy as with the Wholesale Fuel 
& Oil Corp. This condition is readily seen in the following direct compari- 
son of the net depreciated value of these assets with the tangible net worth 
on the successive statement dates: 


Year C Year B Year A 
Fixed Assets, Net after pee eae bon ASSL COE: $2,812,165 $2,755, 880 
Tangible Net Worth.. Pn 420 , 544 282 , 042 263 , 623 
Ratio of Fixed Assets Pus Tangible Net 
NAW yc Cheer sd eo Nr ari sien an rare SpE RE eet oie 682.9% 997.2% 1045.5% 


These figures show an exceptionally exaggerated condition, one that 
is very rarely approached unless bankruptcy is around the corner. That 
was the situation in year A, as the corporation was just tottering on the 
verge of a second collapse. Rarely will a going concern show a financial 
condition even approximating this unusual but not exactly unprecedented 
comparison. 

Between year C and year A the fixed assets, net after depreciation but 
including the capitalization of moderate improvements, dropped nomi- 
nally from $2,871,905 to $2,755,880. During the same period the tangible 
net worth shrank from $420,544 to $263,623. Railroads and public utilities 
often operate with fixed assets in excess of their tangible net worth but 
this condition does not apply where competition is the life of trade, as 
in commerce and industry. In year C the fixed assets were 682.9 per cent 
of the tangible net worth, in year B, 977.2 per cent, and by year A the 
comparison had increased to 1045.5 per cent. The typical business enter- 
prise would have been petitioned into bankruptcy long before this condi- 
tion had been approximated. 

Condensed Analysis. This corporation has practically no chance to sur- 
vive. At the reorganization, the interested parties were concerned with 
keeping the enterprise alive instead of calling it a day and liquidating the 
business. To keep the head of the enterprise above water, two classes of 
income securities were issued, first mortgage 4 per cent cumulative income 
bonds and 4 per cent convertible income debentures. In other words, the 
interest on the first mortgage income bonds accumulated if not paid, but 
the interest on the debentures did not accumulate. The accrued bond in- 
terest, which increased from $111,737 in year C to $206,827 in year A, 
represented this accumulated interest on the first mortgage income bonds. 
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The original reorganization was basically unsound for three reasons: 
(1) the tangible net worth and (2) the net working capital were both too 
small to carry on the business, and (3) the fixed assets were out of all pro- 
portion, being excessively large for the tangible net worth and for the 
annual sales of this enterprise. No one with an understanding of the basic 
reasoning behind reasonable balance sheet proportions would ever have 
reorganized this business on the existing basis. With the value of fixed 
assets so greatly in excess of the tangible net worth, there was no possi- 
bility that the enterprise would live more than a few gasping years. The 
successive yearly net losses and vanishing net working capital were 
foreordained. 


Department Store 


The Midwestern Department Store, Inc., was incorporated in 1904 with 
an authorized and paid-in capital of $10,000. Control of the enterprise 
has remained continuously in the hands of one family. Today, the busi- 
ness is actively managed and controlled by two sons of the founder. For 
several years prior to 1949 operations were conducted on a high margin 
of profit. With a bright outlook ahead, the management purchased a par- 
cel of land on the most prominent corner in the business section of the 
city. Real estate was selling at the highest price in the history of the city.® 
The cost of the real estate, after paying for the demolition of the old struc- 
tures on this parcel of land, was $302,000. That same piece of real estate 
today has an assessed valuation of $62,000 and a market value in the 
neighborhood of $108,000. 

A four-story building, a practical attractive structure, was erected to 
carry on department store operations. Three years ago, year C, the land 
and building, net after accumulated depreciation, were being carried on 
the books at $535,345, an amount that was appreciably in excess of the 
tangible net: worth of $352,282. Operations have been conducted profit- 
ably for each of the past 3 years and the profits have been retained en- 
tirely in the business. This additional support, together with the decrease 
in the book value of the fixed assets as a result of earned yearly deprecia- 
tion, show an improving trend but the fixed assets continue to be heavy. 
This condition is reflected in the comparative figures in Schedule 29. 

The trend of operations shown by these figures is generally favorable. 
The annual net sales increased each year from $606,831 to $631,746 to 
$679,107, and the net profits went up at the same time. No dividends were 
paid. The management realized the fundamental problem which was on 


5 For a comparative, dramatic story of land speculation from the earliest colonial 
days down through the Florida boom, see A. M. Sakolski, The Great American Land 
Bubble (Harper & Brothers, New York, 1932). 
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(Schedule 29] MIDWESTERN DEPARTMENT STORE, INc. 
Comparative Figures for Years Ended January 31, 19— 
(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
(Or Ns Gene, See Me ee hee eas ced ee ow $ 30,598 $ 21,843 $ 26,970 
Accounts Receivable.................. 838,047 93 , 940 99 ,621 
Invent Oryysncset soe co eek ce Pee nee: 83 , 308 82,072 102 ,763 
OURO ANOS. ects tia co ooo wd am DER At $196 , 953 $197 ,855 $229 , 354 
Rixed@AssetsmNets sees ee ne 535 ,345 526 , 806 514,740 
Cash Value of Life Insurance.......... 12,133 13,558 14,983 
ltiviestmen tetera et sone ate 2,075 2,075 3,216 
Deferred’ Ghargestes.. aco ee 5,373 7,428 4,125 
PIR) TAU ew een aes ra ac See ee $751,879 $747 , 722 $766 ,418 
LIABILITIES 

Duet topBanks seer cer ea, ake een pane le Oo $ 1,403 $ 3,141 
NGC IAN coocncosdeodessecgen Zo) eae 35 ,388 30,172 
NCCTUALS ey ye ae Rose ah eas a ee eke 7,789 5,796 24,665 
Current ee of Bonds. . ee 16 ,0438 16,653 5,125 
Due to Officers. . : Sty tet ca, e 14,000 11,000 9,000 
OthersPayablesst7, 2 even eee 3,055 7,280 6, 263 
COUT CNL QULLLCS ee ee $ 72,367 $ 77,520 $ 78,366 
Hirst Mortgage Bonds... 3..™. 52.5. 327 , 230 295 , 540 275,800 
IOULUSELQULUCLLCS a eee ee ee eee $399 , 597 $373 ,060 $354 , 166 
Commonistock sae ene 5 ie ee er 300 , 000 300 , 000 300 , 000 
Harned Sunplisscse ieee ee ces 4 PPA 74,662 1), AGW 
ROU ATR ity, cee eee ee tere ae $751 ,879 $747 , 722 $766,418 

ISB, WOAGETNG QOFTOIN ooo bho ek oan SO BAS $120 ,335 $150 , 988 
Current Ratio. . SOM SSE Weer Dh Ps 2505 2.92 
Tangible Net Worth... ee eer SOL 2 Se $374 , 662 $412 , 252 
NetiSalesas Ro ee (meh $606 , 831 $631,746 $679, 107 
INGtaProfitees. Ji ee ee ee, 4,402 22,380 37,590 
EDUC OIN Sy 8 ery dh tee ew ee Oe a None None None 


their hands and kept all net profits in the business. In year B the net work- 
ing capital decreased $4,251 as a result of the retirement of $31,690 of the 
first mortgage bonds, but in year A the net working capital increased 
appreciably by the sum of $30,653. 

Between year C and year A the net depreciated value of the fixed assets 
decreased from $535,345 to $514,740, or 3.9 per cent, while the tangible 
net worth increased as a result of retained profits from $352,282 to $412,- 
252, or 17 per cent. The balance sheet as of January 31, year A, however, 
disclosed a relationship where fixed assets were 24.8 per cent in excess of 
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the tangible net worth, an abnormal and unbalanced condition for a de- 
partment store. 

Shortly after the figures for year A were issued, the president of the 
Midwestern Department Store, Inc., came in to see the author. He had 
tentative plans to spend $25,000 to modernize the front of the store and 
to revamp and to modernize one of the departments. From these expendi- 
tures, he felt sure that net profits would increase $5,000 yearly which 
would mean, according to the logic of the hour, that the contemplated 
expenditure would be repaid out of earnings within 5 years. The plan 
sounded perfectly simple and fascinating. 

After he had finished, I asked how the figure of $5,000 additional net 
profit was determined. The answer, of course, was based upon anticipated 
additional net sales. Actually, the anticipated sales might or might not 
materialize; even if they did materialize, the additional net profits might 
or might not amount to $5,000. The founder of the business had followed 
somewhat similar reasoning when he purchased the real estate and erected 
the existing building several years ago. If there is one fact to be learned 
from the constant study of the problems of business enterprise in a world 
of fluctuating values, it is that a concern must always be prepared, not for 
the expected, but for the unexpected. 

The direct comparison of the net depreciated value of the fixed assets 
with the tangible net worth for the last 3 years discloses the following 
figures: 


Year C Year B Year A 
Fixed Assets, Net after Depreciation........ $535 , 345 $526 , 806 $514,740 
WRamcibleu Neve WOorulceste nce accep. oocra eeaece 352,382 374,662 412,252 


Ratio of Fixed Assets to Tangible Net Worth 151.9% 140.6% 124.8% 


The analogy struck home. My visitor decided that until the existing 
fixed assets could be brought more into line with the tangible net worth, 
it would certainly be inexpedient to invest more money in improvements 
that were not absolutely essential. Every possible cent of economy which 
could be brought about was needed. The only solution to this picture is to 
earn profits and to keep these profits in the business. This program will 
increase the tangible net worth as depreciation is taken on the existing 
fixed assets, gradually bringing about a financial condition that will be 
more typical of a department store. 

In year C the fixed assets amounted to $535,345 and the tangible net 
worth to $352,382, giving a relationship of fixed assets to tangible net 
worth of 151.9 per cent. Depreciation brought the fixed assets down to 
$526,806 in year B and retained profits, which amounted to $22,380, in- 
creased the tangible net worth to $374,662, bringing the ratio down to 
140.6 per cent. The higher net profits of $37,590 in year A and continued 
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depreciation now improved the ratio still more to 124.8 per cent. Even 
this ratio is high, the 5-year average for department stores, as shown in 
the table at the end of this chapter, being 25.1 per cent. The trend of this 
ratio has been downward over the 3 years, reflecting moderate but gradual 
improvement, but it is still a long way from par. 

Condensed Analysis. Here was a situation which was badly out of line a 
few years ago but which now seems to be on the mend. If the management 
had failed to realize the predicament at the time, this business could easily 
have joined the parade of the wooden soldiers. When the financial condi- 
tion of the business became tight several years ago, the management cut 
the salaries of every officer to the bone; they received barely enough for 
living expenses. Every other possible expense was reduced. Scrap paper 
was used on both sides in the office. As profits were earned, these profits 
were kept wholly in the business. If expenses had not been radically re- 
duced and if some of the net profits had been paid out in dividends, the 
outlook of this business would not even have provided a gambling chance 
to Lloyd’s. 

Even now the business is not out of the woods but progress has been 
made, and the management clearly understands its predicament. Not 
until this ratio of fixed assets to tangible net worth approximates the 
typical percentage for its line of business, and not until the first mortgage 
bonds have been reduced to a point below the net working capital, will 
the management of this store be able to relax for a few moments and 
take their eyes off the cash register. 


Wholesaler of Lumber 


On the other side is the picture of the financial condition of the West 
Coast Wholesale Lumber Co., Inc. There are thousands of retail lumber 
yards in the United States but relatively few wholesalers of lumber. This 
concern was organized in 1906 with an authorized and paid-in capital of 
$500,000. Operations have been conducted profitably in all except three of 
the intervening years, and in many years with unusually high profits. The 
business has been a very successful one. 

In 1942 the paid-in capital was increased by the issuance of $1,000,000 
of 6 per cent cumulative preferred stock. Over the intervening years some 
of this stock has been retired. In year A, operations were being conducted 
on an outstanding capital of $908,000 six per cent cumulative preferred 
stock, $461,800 common stock, a capital surplus of $385,200, and re- 
tained earnings of $1,321,744. The company handles Pacific Coast fir, 
hemlock, and spruce, selling primarily to retail lumber yards, railroads, 
and larger industrial users of lumber in the West North Central states of 
Minnesota, Iowa, Missouri, North Dakota, South Dakota, Nebraska, and 
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West Coast WHOLESALE LuMBER Co., INc. [Schedule 30] 


Comparative Figures for Years Ended December 31, 19— 
eee eee eee ee 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
Cashes File Se pee adil alee nea eke $ 251,462 $ 289,065 $ 363,096 
Notes receivable............... 82,032 60,055 102,405 
Accounts Receivable............ 702,037 707 , 132 905, 425 
HnVEntOLvee rte ee 1,460,249 1,629,901 1,427,307 
CayrrentwASsetssee = eo: $2 , 495, 780 $2 , 686, 153 $2, 798 , 233 
LEN IY6 le aoa, See Ne ee ee 376,003 376,003 376,003 
Roadways and Docks, Net...... 90, 467 81,692 72,183 
Buildings: Neti. eens <5. 194,863 174,954 142,650 
Machinery and Equipment, Net. 60, 294 45,526 35,681 
Cash Value of Life Insurance... . 84,340 85,904 87 , 267 
Miscellaneous Receivables....... 18,156 23,719 28,355 
Weterred @harvesm. pen. ss) 12,027 10,630 13,200 
investments >.) s9.0 69.6 8 Pe oe 1,000 896 75,896 
ARGTOR HS eae ene nee eee $3 , 332,930 $3 , 485,477 $3 , 629 , 468 
LIABILITIES 

Notes Payable to Banks........ $ 300,000 $ 350,000 $ 300,000 
Trade Acceptances............. 5,012 5,012 7,562 
Accounts Payable.............. 73,196 35,097 39,080 
PA CORU AS tp ir Ve ee rae ye See 5,108 17,401 22,520 
Reserve for Taxes......4....... 130,000 145 ,000 180,000 
Dwess vor Ollicerst: are ere cs 2,960 1,446 3,562 
Gujrentunabilitves ee $ 516,276 $ 553,956 $ 552,724 
6% Cumulative Preferred Stock. 956 , 600 940, 500 908 , 000 
Commongotockss-wana ee 462,800 462,800 461,800 
Capital Surpluses 742. se foe 385, 200 385, 200 385 , 200 
Retained! Harnings (2. 2.12.2. 22: 1,012,054 1,143,021 1,321,744 
ERO TAN age are eee nO nanny» $3 , 332,930 $3 , 485,477 $3 , 629 , 468 

Net Working Capital............ $1,979,504 » $2,132,197 $2, 245, 509 
COUT CR EIUCULOM ER ae 4.83 4.86 5.06 
hangiblesNiet Wiorthwinenso. os. $2,816,654 $2,931,521 $3 ,076, 744 
INGESGSS Ian eee ie meee $5,271,128 $6,619, 408 $8 , 048 , 542 
INCUPECHt Te ee 192,748 224 890 270,881 
Dividends, 19 Fog. me 94,931 93,923 92,158 


Kansas. Selling terms are 2 per cent discount in 10 days, net 60 days. The 
comparative figures of this successfully operated corporation for the last 
three fiscal years appear in Schedule 30. 

From these comparative figures it is evident that the West Coast 
Wholesale Lumber Co., Inc., is a representative distributor in its field. 
Operations for the 3-year period disclose steadily increasing net sales from 
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$5,271,128 in year C, to $6,619,408 in year B, and to $8,048,542 in year A, 
with expanding net profits for each of these years. The net profits show a 
return of 6.8 per cent on the tangible net worth in year C, 7.6 per cent in 
year B, and 8.8 per cent in year A. A moderate portion of the net profits 
for each year was paid out in dividends so that both the tangible net 
worth and the net working capital have shown steady progress. 

The fiscal figures for year A reflect a tangible worth of $3,076,744. 
Each of the three sets of figures discloses well-balanced conditions with 
moderate liabilities, inventories in proportion, healthy receivables, and 
generally all-round healthy successful operations. The fixed assets are 
also in sound proportion. The comparisons of the fixed assets with the 
tangible net worth on each statement date bring this fact out clearly. 


Year C Year B Year A 

LEAST IV Oli ate Seste sien, oie ene wed oI i-seee gen, Sins acter $ 376,003 $ 376,003 $ 476,003 
Roadway sande Docksn sagas. scene: 90 , 467 81,692 72,183 
Buildings. . Se ere 194,863 174,954 142 ,650 
Machinery and Equipment. . ae 60 , 294 45 526 35,681 
Total of Fixed Assets, Net Abeer 

Depreciation. . ated hela higm oOo $ 678,175 $ 626,517 
Tangible Net Worth.. 2,816 , 654 2,931,521 3,076,744 
Ratio of Fixed Assets to “Tangible ‘Net 

IW Or bhiee errs wen: Pees eee os Pay ee DAS (KY, 23.1% 20.4% 


The ratio of fixed assets to tangible net worth was outstandingly ex- 
cessive for each of the 3 years for the Wholesale Fuel and Oil Corp. They 
were also excessive in the case of the Midwestern Department Store, Inc., 
even though the trend indicated moderate but steady improvement. For 
the West Coast Wholesale Lumber Co., Inc., however, the ratios are very 
much in line. In year C, the net depreciated value of the fixed assets 
amounted to $721,627. In year B, the value had decreased to $678,175, 
and in year A, to $626,517. At the same time the tangible net worth in- 
creased steadily as a result of the retained net profits after depreciation; 
from $2,816,654 in year C, the tangible net worth expanded to $3,076,744, 
in year A. With decreasing fixed assets and increasing tangible net worth, 
the ratio of fixed assets to tangible net worth over these 3 years has shown 
constant improvement. In year C, this ratio was 25.6 per cent, in year B 
23.1 per cent, and in year A 20.4 per cent. 

The 5-year average ratio of fixed assets to tangible net worth of whole- 
salers of lumber and building material as given in Schedule 31, page 296, 
is 20.2 per cent, which is almost identical with the 20.4 per cent shown in 
year A. There is no doubt that the fixed assets of this corporation are in 
healthy proportion, that the enterprise is in sound financial condition, 
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and that the relationship of the fixed assets to tangible net worth is one 
of the contributing factors to that sound financial condition. 

Condensed Analysis. This business has been operated by unusually 
capable and experienced management. In six ways the comparative fig- 
ures in Schedule 30 disclose conditions substantially better than those 
typical for wholesalers of lumber and building materials: higher ratios of 
current assets to current liabilities, lower ratios of current liabilities to 
tangible net worth, no funded debt, shorter average collection periods, 
higher net profits to tangible net worth, and higher net profits to sales. A 
financial condition characterized by these favorable features is impressive. 
These are the results of operating policies based on sound financial insight. 

In three respects, the financial condition is moderately below that which 
is typical for its division of commerce. These are the relationship between 
net sales and inventory, net sales and tangible net worth, and the re- 
lationship between net sales and the net working capital. The turnover 
of tangible net worth and the turnover of net working capital are both a 
trifle low, as are the annual sales for a concern of this size. To one familiar 
with this field of endeavor, this fact is due to the rather heavy invest- 
ment in this business; wholesalers of lumber in the larger capital brackets 
do not obtain quite as rapid turnovers as do those in lower brackets. A 
wholesale lumber dealer with a tangible net worth of $3,076,744 is quite a 
substantial enterprise. These two points are of minor significance com- 
pared with the favorable features mentioned in the preceding paragraph. 
Moreover, even with somewhat smaller turnovers of tangible net worth 
and of net working capital, the net profits on both the net sales and the 
tangible net worth are impressively high and steady. 


TYPICAL RATIOS OF FIXED ASSETS TO TANGIBLE NET WORTH 


The ratio of fixed assets to tangible net worth is obtained by dividing 
the depreciated book value of all fixed assets by the tangible net worth. 
Generally, the funds invested in fixed assets show a slight downward tend- 
ency in successive fiscal balance sheets, as yearly depreciation charges on 
the depreciable assets are usually greater than the capitalized improve- 
ments. When the sale of a piece of property or other fixed asset is made, 
there is a sudden drop, and when a new store is opened or a new factory 
erected, there is a sudden increase. Such cases are constantly occurring 
but compared with those situations where no sudden change takes place, 
they are few and far between. 

The tangible net worth of a business enterprise increases moderately 
from year to year as net profits are earned and some portion of the profits 
is retained in the business, or decreases in those years when losses are 
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assumed or dividends in excess of earnings are paid. When additional 
funds are invested in a business, or when very substantial losses are as- 
sumed, the yearly change covers more ground. 

Most wholesalers, and manufacturers in the needle industries, invest 
lightly in fixed assets. Larger manufacturers and retailers have substantial 
properties and equipment. As a concern increases in size, the tendency to 
place a greater proportion of its funds in land, buildings, improvements, 
equipment, and expansion programs becomes stronger. 

The ratio of current assets to current liabilities is a ratio between two 
variables; accordingly, it often changes considerably from year to year in 
the same concern. The ratio of current liabilities to tangible net worth is 
between one variable and the tangible net worth, which is fairly static. 
The ratio of fixed assets to tangible net worth, except in abnormal situa- 
tions, is between two fairly static items; therefore, this relationship in a 
particular business enterprise usually will change relatively little from 
one year to another. 


Desirability of Low Ratio 


Keep the investment in fixed assets as low as possible is sound advice to 
organizers of new business concerns. This advice is just as applicable to 
the management of established commercial and industrial business enter- 
prises as it is to organizers of new business concerns. Rent buildings and 
real estate whenever practicable until such time as the future of the busi- 
ness is ensured, as a result of its past financial success. The building and 
equipment of a manufacturing concern may be utterly useless for any 
other type of business. Hence, the fixed assets may have only scrap value, 
if for some reason the business ceases to operate. After a time it may 
be found that it is desirable to change the location of the plant. This can 
be done only with great expense and loss when substantial capital has been 
already sunk in fixed assets. The competitive disadvantage of heavy fixed 
assets is measured by the yearly depreciation charges on that portion of 
fixed assets which is above the average ratio to tangible net worth, plus 
interest charges on borrowed money, plus any inability to take discounts 
on purchases because of the consequent low net working capital. 

The median ratios of fixed assets to tangible net worth for 66 lines of 
industrial and commercial activity—37 lines of manufacturing, 18 of 
wholesaling, and 11 of retailing—appear in Schedule 31. These ratios 
have been computed over the 5-year spread of 1960 through 1964 in- 
clusive, with an arithmetical average for the 5 years. 

I'rom the point of view of the relative size of fixed assets, manufacturers 
present greater problems than wholesalers and retailers. The three lines 
of manufacturing activity with the highest 5-year average ratio of fixed 
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Ratios oF Frxep Asserts To TANGIBLE Nerv Wortu [Schedule 31] 


Percentage 


Lines of Business Activity Median ; 
Five- 
Year 
1960 | 1961 | 1962 | 1963 | 1964 | “Y°"#8° 
MANUFACTURERS 
Agricultural Implements and Ma- 

MUNI RZ THe GNSS oh dae Goo ae eee PABna) || PANaY) || Sica) |) aleislul| Sisy.6) 32.1 
Airplane Parts and Accessories.......| 53.4 | 39.2 | 55.9 | 49.9 | 45.8 48.8 
Automobile Parts and Accessories... .| 38.3 | 35.9 | 37.2 | 32.4 | 34.5 BOC 
IEC ASy, aware ark Ge ets teey ek RAS ER 84.9 | 83.3 | 84.9 | 71.6 | 75.9 | 80.1 
Bedsprings and Mattresses.......... DBAs W GREE | OR) Oa |) AREY? 25.3 
Bodies, Auto, Bus, and Truck........ Sie) || CV4E(F || GSO eres | Zh s7/ 37.5 
Bolts, Screws, Nuts, and Nails.......| 49.6 | 48.2 | 48.8 | 60.3 | 59.7 D2ES 
IBTEWeLICS mere otet ce hfe dle acne ats oes Bec | OOO | GS: | OP ald). 62.9 
Chemicalsmindustrialae sass oe ee Boe || BO Sy |) Wot) | TALE || Oo 59.8 
Coats and Suits, Men’s and Boys’....| 6.5 7.3 BaD | atl 8.6 7.4 
Coats and Suits, Women’s...........| 6.0 5.6 4.6 6.2 6.2 Dia 
Confectionery...... 40.5 | 39.7 | 44.0 | 39.5 | 40.3 40.8 
Contractors, Building Construction. . 18.4 | 16.8 | 19.9 | 19.9 | 23.7 19.7 
Wontractorsmiilectrically ye sera sc Wil sy) GUN) ol) ay || Pal S| alow 16.4 
Cotton Cloth Will Szeay en eae ye ne 47.5 | 48.5 | 42.1 | 40.8 | 41.2 | 44.0 
Dresses, Rayon, Silk, and Acetate 9.1 Seo 9.6 8.7 7.9 8.8 
IDS AUVES As 3 io dake Cet secu as Loa AQ Ay \-37.2 | 36.5 30.9) | 38-0) |) 3854 
Electrical Parts and Supplies......... BYE IW akon Ze | Bil ci || Sted) || Gx) dl 36.7 
Foundries, Iron and Steel............| 47.7 | 52.1 | 49.3 | 62.7 | 58.4 54.0 
Fruits and Vegetables, Canners...... 44.4] 49.5 | 42.3 | 49.4 | 46.0 | 46.3 
ID WESAUDIRS hee boa eS Be ed ene SYN Gy || SIL |) Sil || SYA || GRIF || Gy4o%s) 
Hardware-and Tools.).2)..... 5420. RG || GH Ge oil c} | Sul. @ || sei 33.8 
EVOSICLY Peay RE Se retiree 51.7 | 50.9 | 47.9 | 47.4 | 41.6 47.9 
NE CUIONO CT Pete Pe ir gee ne, Acc Be els ate 47.3 | 42.9 | 386.5 | 38.4 | 44.3 41.9 
Machine Shops.. 46.8 | 47.4 | 45.8 | 45.9 | 44.8 46.1 
Meats and Provisions, Packers. . GION R52. Ossoleon ono eoomn 54.8 
Metal Stampings.. 44.0 | 42.9 | 41.8 | 48.5 | 48.4] 44.1 
Outerwear, Knitted. . ee ee el On el ea el oon mL Seam LOO 15.7 
Overalls and Work Clothing. . SRR tc 14.3 | 14.5 | 12.4 | 15.9 | 15.0 14.4 
Paints, Varnishes, and Lacquers...... B78) || HO.Z5 | Bld || SO |} GLO.) 31.1 
JPBVOS?. one Ghee, 5 Mee ee Ce nee TOM AOL PA T8383. |) CEES || EE | TESS 
Raper Oxeserrr wate cisiee  estne 46.4 | 48.6 | 49.0 | 54.6 | 55.2 50.8 
Printers) Jol es alte. Wak, |b hat 032321 155-3. | 6023 jeobe/ (59264) "DOe8 
Shirts, Underwear, and Pajamas, 

IVES Steere epee as worth oc Steel) «taf eee | NOs |) Ox 8.6 
Shoes, Men’s, Women’s, and Chil- 

GIREIV ES: is aan co Sten ae ee eS 1OR4A EZORGRRUGROM LOE a eSe9 19.0 
Soft Drinks, Bottlers.. E73 20868169250 7220) S220 73.0 
Structural Tron and Steel, Fabricators. Se | BYE GL || Sis. || Sk |) BO eee) ail 


eee eg be eee ee ee eS ee ee ee eee 
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[Schedule 31 (Cont.)] 
Ratios or Fixep Assets TO TaNGciBLE Ner Wortu (Continued) 


ee SS eS eee eee ——— 


Percentage 
Lines of Business Activity Median eee 
Year 
Average 
1960 | 1961 | 1962 | 1963 | 1964 
WHOLESALERS 
Automobile Parts and Accessories....| 12.0 | 15.7 | 14.5 | 14.3 | 14.4 14.2 
Cigars, Cigarettes, and Tobacco...... 2a el ORS Oy) |) 142 || MO. 10.7 
Contectioncnya = eT re ead See. RH || TOS | Wil. || tear oA: 1D 
Drugs and Drug Sundries........... TWAS VOW NGO | UGS || Wah a 14.4 
Drvs Goodste eee a aat oe eee Ol 4.3 SEP 5.4 4.6 5.0 
Electrical Parts and Supplies......... TSG) | Ta SG |) SRI) les | IL 128) 
Fruits and Produce, Fresh....... 26.8 | 26.8 | 29.0 | 25.7 | 34.4 | 28.5 
Gasoline, Fuel Oil, and Lubricating 
(ONE PRAY, Hic AA tire Se ean aan 6 46.1 | 41.4 | 49.38 | 51.4 | 52.5 47.9 
GTOCETIES SE Maen conn ec Rs SR SON elem | elaine LOMO le 2ome 18.9 
FLAT WaT Cire: 2h Boe ey ae eR et 14.6 | 13.4 | 13.4 ] 13.0} 14.3 1183.2 
Household Appliances, Electrical..... ke 8.4 6.9 Pe Tb (eG 
Lumber and Building Materials......| 23.1 | 17.7 | 20.0 | 20.8 | 19.2 20.2 
Meat and Meat Products............ PASI || DPA SN OXDGES | aifeigts) |) 2.) 22.9 
Paints, Varnishes, and Lacquers 15.9 | 16.1 | 23.3 9.2 | 11.4 15.2 
PAD Elen Vertes cic) Ae tie ee ae We eo || WAS | NOR jl ale Tal oP 
Plumbing and Heating Supplies...... Nya || lee ce | aE ore | a4 NG}... 2/ 
Shoes, Men’s, Women’s, and Chil- 
Ne Sara we enh matt ee ea 4.5 3.9 Sill 3.8 rad 3 
\WAnnSsy HIE MG CMON oeenoodocaseny ul) om |) sO) || INE Gs | Ae 19.0} 16.5 
RETAILERS 
Clothing, Men’s and Boys’.......... Ae ye |) WO y) tal tS 12.9 
Clothing, Men’s and Women’s....... NEF IL IBS Bs | PALS |) a ES a) (83 16.0 
Department) Stores sc een ey eee 24.9 | 26.4 | 25.9 | 25.9 | 2205 25.1 
IDISCOUNIEStORES a5. Seer en nn eae ete |e. |e 2SeO m2 Se Re S 26.5 
omnis Sylvie Saka ere ee ee Lop SOR 4s. 7.4 | 14.9 13.6 
Rurniture: 20. 5. SER Eo er | eon ele 9y4 | LOZG WO) 10.2 
Groceries and Meats... fee ee 64298 Gore So4 OR 5 6uOm noon 59.9 
Land wisit@r ete domnstiy aa cee ee 18.5 | 16.3 | 14.9 | 17.7 | 18.4 No” 
Lumber and Building Materials...... PAN) || PAL AE | alee sh |) Me |) NG. 7 18.4 
DNOES Re a mary oe doth arora ans Aes Wee Seale Om alee O09 oes || Wily 14.8 
Women’s Specialty Shops............ Siete Onl ZOOm arom Lee 20.0 


assets to tangible net worth are: bakers with 80.1 per cent, manufacturers 
of paper with 74.8 per cent, and soft drink bottlers with 73.0 per cent. 
The lowest 5-year average ratio for a manufacturer is 5.7 per cent for 
manufacturers of women’s coats and suits. 

Among wholesalers, the highest 5-year average ratio of fixed assets to 
tangible net worth is disclosed by wholesalers of gasoline, fuel oil, and 
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lubricating oil with 47.9 per cent, and the lowest by wholesalers of shoes 
with 3.9 per cent. Among the retail lines, the highest 5-year average ratio 
is shown by grocery and meat stores with 59.9 per cent, and the lowest 
by furniture stores with 10.2 per cent. 

By and large, it is an exceptional wholesaler or jobber that develops a 
financial problem as a result of excessive fixed assets. Combined balance 
sheets of all wholesale corporations in 1961-1962, as set forth in foot- 
note 1 on page 279, show approximately 25.0 per cent of their aggregate 
net worth on the average invested in fixed assets. As will be seen in 
Schedule 31, in only 4 of the particular 18 wholesale lines which have 
been studied over the 5-year period does the average 5-year investment 
in fixed assets exceed 20 per cent of the tangible net worth. These four 
lines are wholesalers of gasoline, fuel oil, and lubricating with 47.9 per 
cent, wholesalers of fresh fruits and produce with 28.5 per cent, whole- 
salers of meat and meat products with 22.9 per cent, and wholesalers of 
lumber and building materials with 20.2 per cent. 


Maxim 


When a business enterprise has a tangible net worth between $50,000 and 
$250,000, experience has shown that its condition should be carefully 
analyzed if the depreciated book value of its fixed assets is more than 
two-thirds of its tangible net worth. When the tangible net worth ex- 
ceeds $250,000 the affairs of the concern should be followed closely if the 
depreciated book value of its fixed assets is more than three-quarters of 
its tangible net worth. 

Only 11 of the 66 important lines of industrial and commercial activity 
that have been analyzed show a 5-year average ratio where the fixed 
assets amount to more than one-half the tangible net worth. Ten of them 
are manufacturing lines of activity and one a wholesale line. Only three 
lines show 5-year averages in which the investments in fixed assets ex- 
ceed two-thirds of the tangible net worth. A ratio of 6624 to 75 per cent 
of the tangible net worth is a reasonable business guide for the percentage 
of funds to be invested in fixed assets. Smaller percentages are propor- 
tionately more favorable. 


THEORY AND PROBLEMS 


1. Explain what is meant by the term fixed assets. State four ways by which fixed 
assets may be valued and explain each method of valuation. 


2. If two competing concerns have approximately the same tangible net worth, but 
one concern has a substantially greater investment in net depreciated fixed assets, 
why is that concern often unable to earn as large net profits as the one with smaller 
net depreciated fixed assets? 
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3. The Beer Brewing Co., Inc., is a brewer of beer in a Midwestern city. From the 
following comparative figures compute (a) net working capital, (b) tangible net 
worth, (c) current ratio, (d) ratio of current debt to tangible net worth, and (¢) ratio 
of fixed assets to tangible net worth. Then give your interpretation of each of these 


particular ratios for each year. 


Breer Brewinea Co., Inc. 


Comparative Figures for Years Ended December 31, 19— 


(B) 
Two Years 
Ago 
ASSETS 
Gahan da Ane cesar ie Oe pea sce ce es eee Se ee $ 18,151 
AC COUMUSEIReCELV a Ol Ccatanene a eaten ari mein ee etc ree 45,179 
Merchandise striatus tense cca 7 ie Nee eee ae ee 97 , 530 
Beers ota mips s.nkiodsacean yn tkoeees eee ora een Sheen aera a 4,717 
CarrentaAsscis: 2 eA ee eee $160,577 
Fixed Assets, Net after Depreciation................... 449,169 
NMVESTIMENTS MUL. elutes aati en Ae ees Rt or ee Peete 2,000 
IBY Santo ed ele er kee eeemumerr ne Wd Ro 2 te Rem remy 1,903 
Miscellameoucsitecetvablesten cr aeteee an nein te emcnareaty ese. 1,350 
Goode Waller ctr t atte, Ske tne eo ere aes ne pe en rae 189,639 
ST OD AT ress lee AS ete inn Rie a ce a Se ef eS een $804 , 638 
LIABILITIES 

iNotesubayable:to- Banks eat Soe sete edee eh eae eee $ 74,000 
FA CCOUDLSSE SV A DIO Grater sued Roar KS ESTP rea eT 56,650 
TWEE UG Eka ele ee Ree a ORL ee ay aE el hoe oS 39 , 266 
Dividendse avalos. cccnt ct nace octet treet ear tt heir tae 
Otherblira bilities: tyass eee ek eee een eM ee 18,610 
Cairrentelcauilitiesisenst) 8 sk. Seis oe Re Soe ae $188 , 526 
Preferred SuoCks tare. tenis... Ses cea eer ee, een ee 300,000 
CONMM ONES LOCK cere eats oh ea ae ere ey ue ae ae 150,000 
Gapitali Sur plugiecs a tga! er ee ey Go Ae een ee, 4,033 
Retarnedehiarmingenn, 04.07 rte taran Arn nce es See oe -- 162,079 
ARG IE n Beat gett creates Meh caked sao lnks ir eae tially css! Pies $804 , 638 


(A) 
One Year 
Ago 


$ 30,864 
51,936 
107,386 
9,753 


$199,939 


509 , 459 
5,726 
2,003 
6,708 

189,707 


$913,542 


$ 50,000 
34,036 
47,417 
27,000 

4,289 
$162,742 


300 , 000 
150,000 

4,033 
296 , 767 


$913,542 


4. The Machine Manufacturing Corporation was recently reorganized. The balance 
sheet which follows is the first to be issued after the reorganization. The president 
of the corporation took these figures with the accompanying notes to a financial 
consultant for his analysis. The financial consultant proceeded to post the figures 


carefully and then to make the following computations: 


. Net working capital 

. Tangible net worth 

. Current ratio 

. Ratio of current liabilities to tangible net worth 
. Ratio of total liabilities to tangible net worth 

. Ratio of funded debt to net working capital 

. Ratio of fixed assets to tangible net worth 


Qtre Qa ea 


Assume you are the financial consultant. Post the balance sheet, make the above 
computations, and then give your interpretation of the ratio of fixed assets to 


tangible net worth. 
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MacuinE Manuracturina CorPoraTION 
Balance Sheet, December 31, 19— 


ASSETS 
Current Assets 

CashronshandeandoncdepOsit enmen ace aeaan ele $ 233,864 
diraderaccoumbs receivables rw) aac ee de ee $% 414,395 
ESSEEIVCSCLVICS Hepes Le My ise vi IS) SUN! peed eee 43 , 580 370,815 
Inventories—Note A 

Hinishedsnroductreme rs ea cm omen. ee $ 556,223 

Wiorkeinl process scmmcavaastcatinc mat Te .cbted une ce ack 83 , 484 

a WenOaLerlalsy SUppllesmetchmnmm snap. ac eee o. 80,772 720,479 
Incompleted construction contract 

Iabor; material, and other costs..................... 3,307 

PRotalm@inrenteNssetsny testo einen na men $1, 328, 535 


Investments and Other Assets 
Investments in and advances, etc., to 
affiliates 
Canadian Company (60% owned)—cari- 
tal stock at par value ($180,000) and 
advances, etc. ($29,923).. a $ 209,923 
Domestic Company (74. 30 % owned) pre= 
ferred (voting) capital stock at par 


VAN Chie yearn & Foe ee Ate cE Rs A es 28 , 220 
$ 288,143 
IGESS MINGSELViES es Moree eer ah cide okies es 52,055 186 ,088 
Other investments at cost (no quoted market).......... 2,634 
Sundry claims, deposits, receivables, etc................ 17,136 
Sinking and property release funds in connection with first 
TROLLS AP Cx DODO S\eyen eee ene ees cae gr Fm race eee ae 4,922 210,780 


Property, Plant, and Equipment—Note B 
Subject to mortgage securing first mortgage 
146% bonds 
Real estate, mineral lands, rights, etc.... $ 2,459,236 


Buildings, machinery, equipment, etc.... 7,771,499 
$10, 230,735 
Less: Reserves for depreciation and deple- 
1G I eter earch MR hs fea veri! Meera nies Rone 4,057,570 $6,173,165 
Not subject to mortgage securing first mort- 
gage 


146% bonds—Note C 
Real estate, mineral lands, rights, ete.. $ 861,999 


Building, machinery, equipment, etc... 2,219, 420 
$ 3,081,419 
Less: Reserves for depreciation and 
depletionmeertn concen oo iets ene 1,173,063 1,908,357 8,081,522 
(Good mil eee eet eee res eros: 1 
Deferred Charges 
Unamortized portion of bond discount and expense...... $ ©6©10, 961 
PiepoeyKe NUN NOs Ls cs Meo ood gr ee ome he aoeooods 9,358 
Otherdeternedhexpensen meme Merten Seer 48 ,366 68 , 685 


$9 , 689 , 523 
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Macuine ManuracTuriING CorporaTIOoN (Continued) 


LIABILITIES 
Current Liabilities 
Accounts payable 
Mraderaccountss 8.240 aoa ie A ee eee 
Salaries, wages, commissions, and bonuses............ 
Ray, rolltandawithholdingitaxestee- eer ere inne 
Himiploweesd. de POSitS sy. 10s aetna en een ee earn 
Accrued 
Ocal taxese ntsc ohnuica eat, see cen re ee a ee 
Interest on first mortgage bonds, etc. 
Sundry taxes, insurance, and other expenses. 


Advance billing on uncompleted construction Eon 


INO RyaWavClsel ODN A eee ates Ugaomiaaione ce Se 
Less: Labor, material, and other costs. 
Purchase money mortgage installments oe Note. D.. 
oval Current aiabilitieshs sen eee ee eee 
Funded and Other Long-term Debt 
First mortgage convertible 544% bonds 
Series A—due Nov. 1, 19—Note H 
Authorized $1,000,000 
SSW Cd Wk he ices acres So ee ene $ 800,000 
Less: Retired ($572,500) and in treasury 
($2; O00) Rates cceeeepeusieae: hrey susie aes 574,500 
16-year 5% cumulative convertible income 
debentures—due May 1, 19— 
Issued or to be issued under plan of reor- 
PAI ZA CON ried ese ey eae ee $2 , 636 , 900 
GCS mI NRULCASUL Viv rarer tere ate ee Tee 83 , 600 
Purchase money mortgages—Note D....... $ 605,200 
Less installments due as shown above....... 14,200 


$ 187,753 
62,477 
33,159 
6,707 $ 240,096 


$ 28,043 
6,112 


* 18,794 52,949 


$ ©4941 
4,557 384 
14,200 
$ 307,629 
$ 225,500 
2,553,300 


591,000 3,369,800 


Deferred Liability 
Accumulated interest on 16-year 5% cumulative converti- 
blesncomexdebenturessrs tert hes sere ie ee 
Reserves 
Horm ews CICSEAR CINE DALTS an gene meN ean ere ee te ay. an Soe 
Capital Stock and Surplus 
Capital stock 
Common—par value $5 per share 
Authorized 750,000 shares 
Reserved for conversion of funded debt (186,005 
shares) 
Issued or to be issued under plan of reorganization 


approved June 8, 19—489,782 shares............ 

Surplus 
Capitaltsurplusse. en ae eee $3 , 235 , 800 
Retained earnings—deficit............... 529 , 260 


851 , 100 


5,544 


$2,448,910 


2,706,540 5,155,450 


Notes To FINANCIAL STATEMENTS 


$9 .689 523 


Note A. Inventory amounts are based upon book records of the corporation which 
were adjusted to reflect physical determinations of quantities made by employees 
during the latter part of the year. In-process and finished products are priced at 
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standard costs (approximating actual costs but not including depreciation charges) 
not in excess of the lower of average cost or market prices, and raw materials, supplies, 
etc., are priced on the basis of the lower of first-in first-out cost or replacement market 
prices. 

Note B. $1,909,551 of the net amount of $8,081,522 stated for property, plant, and 
equipment represents the net book carrying amount applicable to plants and equip- 
ment not operated since reorganization of the corporation as of June 8, 19—. Provi- 
sion for depreciation of such plants and equipment amounted to $56,860 for the cur- 
rent fiscal year. 

Note C. Property, plant, and equipment of a net book carrying amount of $647,469 
(not subject to the mortgage securing the first mortgage 514 per cent bonds) are sub- 
ject to purchase money mortgages payable of $605,200. 

Note D. Under the terms of a modification agreement, $603,000 of the amount 
stated for purchase money mortgages payable is due $12,000 next year, and $8,750 
quarterly thereafter until payment is made in full. 

Note #. The terms of the first mortgage convertible 514 per cent bond indenture 
require the payment into a sinking fund for the purchase or redemption of said bonds 
on April 1 of each year during which the bonds are outstanding of 25 per cent of the 
“available net earnings’’ (as defined in the indenture) of the corporation for the pre- 
ceding calendar year. The corporation had no ‘‘available net earnings”’ for the current 
year. 


5. What maxim should be followed in deciding whether the net depreciated value of 
fixed assets of a commercial or industrial business enterprise is reasonable or 
excessive? 


CHAPTER XI 


Net Sales to Inventory 


From a very practical viewpoint, the size and balance of the inventory 
of every business enterprise are of great importance. For years it has been 
almost standard practice for managements to value inventories of com- 
mercial and industrial concerns at cost or market, whichever is lower. The 
early concept of cost or market, whichever is lower, however, made little 
headway in this country until the advent of the Federal income tax law. 
Originally it was not officially recognized as a sound practice by the Treas- 
ury Department. Subsequent enthusiasm for this accounting convention 
was engendered by the fact that taxable income was reduced by its use.! 

The practical business theory was then evolved that, in those cases 
where the market value of the inventory was higher than cost, profits 
should not be anticipated but that losses, if probable even though not 
actually incurred where the market was lower than cost, should be antici- 
pated. This principle is partly a matter of valuation, but also a recog- 
nition of the principle of the balance of recoverable cost. 


The cost of purchased articles is generally understood to be the purchase price 
plus transportation charges incurred for delivery to the purchaser. In addition, 
other costs, such as import duties, insurance, warehousing and handling costs 
may be proper additions to purchase price. . . . Manufacturers not only must 
account for purchased materials costs but also must determine the cost of finished 
and semifinished products including material, labor, and a reasonable allocation 
of manufacturing overhead.’ 


COST OR MARKET, WHICHEVER IS LOWER 


There is probably no term in accounting in greater need of clarification 
than the constantly used phrase cost or market, whichever is lower. The 
words cost and market carry an absolute meaning to the layman and to the 
young analyst. Actually, however, each term may have several meanings, 


‘Paton, Wivii1AM A., “Comments on ‘A Statement of Accounting Principles,’’’ 
Journal of Accountancy, Vol. 65, No. 3, p. 202, March, 1938. 

? LENHART, NoRMAN J., AND Pattie L. Deriizse, Montgomery's Auditing, 8th ed., 
pp. 193-194 (The Ronald Press Company, New York, 1957). 
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each interpretation giving a different value to the inventory. Should this 
phrase, for example, apply to each item in the inventory or to the inven- 
tory in the aggregate? Notice the difference in the following illustration: 


Lower of Cost 
I 
tem Cost Market on Maybe 
A $ 1,800 | $ 2,200 $ 1,800 
B 1,050 1,650 1,050 
G 3,200 3,100 3,100 
D 3,500 3,800 3,500 
E 1,426 51,1285 1,125 
$10,975 $11,875 $10,575 


In this schedule the cost of the five items is $10,975. The market value 
of the five items is $11,875. At the lower of cost or market for each indi- 
vidual item the value is $10,575. If the phase cost or market, whichever is 
lower should apply to the inventory in the aggregate, the inventory would 
then be carried at $10,975. If the phase should apply item by item, the 
inventory would be carried in the balance sheet at $10,575. Today, the 
item-by-item process is generally but by no means exclusively used.* 

Suppose a business concern enters its fiscal year with 1,000,000 pounds 
of copper purchased at 24 cents per pound, or an inventory of $240,000. 
Suppose the first purchase during the year, amounting to 1,000,000 
pounds, is made at 30 cents per pound, and additional copper is purchased 
during the remainder of the year at prices ranging up to 36 cents per 
pound, at which price the market closes at the end of the fiscal year. Now, 
suppose that an inventory of 1,100,000 pounds of copper is on hand when 
the year closes. In this case, the market price on the statement date 
obviously is 36 cents per pound. But what is cost for the 1,100,000 pounds 
of copper, and what is cost or market, whichever 1s lower? Is it 24 cents per 
pound, the starting cost for the 1,000,000 pounds on hand when the year 


3 “The purpose of reducing inventory to market is to reflect fairly the income of the 
period. The most common practice is to apply the lower of cost or market rule separately 
to each item of the inventory. However, if there is only one end-product category, the 
cost utility of the total stock—the inventory in its entirety—may have the greatest 
significance for accounting purposes. Accordingly, the reduction of individual items to 
market may not always lead to the most useful result if the utility of the total inven- 
tory to the business is not below its cost. This might be the case if selling prices are not 
affected by temporary or small fluctuations in current costs of purchase or manu- 
facture. Similarly, where more than one major product or operational category exists, 
the application of the cost or market, whichever is lower rule to the total of the items 
included in such major categories may result in the most useful determination of 
income.’’—Accounting Research and Terminology Bulletins, p. 32 (American Institute 
of Certified Public Accountants, Néw York, 1961). 
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opened, and 30 cents per pound for the 100,000 additional pounds, or 
$270,000? Is it the last cost of 36 cents per pound for the entire 1,100,000 
pounds, or $396,000? Is it 24 cents per pound for the 1,000,000 pounds 
on hand when the year opened and 36 cents per pound for the last 100,000 
pounds purchased, or $276,000? Is it the cost of the last 1,100,000 pounds 
of copper purchased? Or is it a weighted average cost throughout the year 
that would rest somewhere between these varied figures? 

There are six widely known and used methods of valuing inventory 
that approach this problem in different ways, namely, first-in first-out, 
last-in first-out,‘ average cost, standard costs, retail method, and base 
stock. 

It is an axiom of accounting that the basis of valuing inventory should 
be consistently applied from one accounting period to another and should 
be disclosed in the balance sheet. When a significant change in the method 
is made, such as changing from first-in first-out to last-in first-out, that 
fact also should be disclosed and, as accountants say, “‘if material,’”’ the 
effect that the change had upon the income should be fully explained.® 
This practice is customarily followed by independent accountants, and 
the significance of the change is quite generally outlined by chief execu- 
tive officers of larger corporations in their annual reports to stockholders. 

Retailers and wholesalers purchase finished products to which they 
add a distributing service in the process of reselling. Manufacturers pur- 
chase raw materials, to which they add labor and overhead to produce 
finished products. The finished products of one manufacturer often are 
raw materials for another. The raw material, together with the material 
partly or wholly manufactured but yet unsold, is inventory. When part 
of the inventory is sold it must be replaced if a business is to continue. 
In other words, some inventory is always on hand in all but very unusual 
business enterprises. Now, let us compare the various well-known ways 
by which inventory may be valued, keeping in mind that, insofar as 
possible, the practice should be consistent from year to year. 


First-in First-out 


First is the first-in first-out method, the process that has been and still is 
more widely used than all others in the valuation of inventories. Under 


*The nineteenth annual edition of Accounting Trends and Techniques lists nine 
additional methods of inventory valuation used by 600 representative corporations in 
1964, namely, approximate cost, actual cost, invoice cost, production cost, estimated 
cost, replacement or current cost, job-order method, prime cost, accumulated costs 
and “other methods.’’—p. 57, (American Institute of Certified Public Accountants, 
New York, 1965). ; 

* Accounting ltesearch and Terminology Bulletins, pp. 33-34 (American Institute of 
Certified Public Accountants, New York, 1961). 
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this method, the cost of any article in the inventory is assumed to be the 
latest cost of the corresponding quantity purchased or produced. It is 
based on the assumption that the oldest material or finished goods are 
used or sold before using or selling any later purchases or productions, an 
assumption most applicable to concerns whose merchandise is subject to 
deterioration. This is predicated on the theory that inventory costs move 
toward expiration in the chronological order in which they are incurred. 

Under this first-in first-out method, the 1,100,000 pounds of copper 
on hand at the end of the year would be valued at the cost of the last 
1,100,000 pounds purchased. If that cost was 31 cents per pound for 
400,000 pounds, 32 cents per pound for 500,000 pounds, and 36 cents per 
pound for 200,000 pounds, the cost by this most widely used method 
would be $124,000 plus $160,000 plus $72,000, or $356,000. If the cost 
was 36 cents per pound for the last 1,100,000 pounds of copper purchased 
during the year, the inventory would be carried at $396,000. 

During a period of rising prices there is included in income, under first-in 
first-out, unrealized appreciation in the value of inventories; during a 
period of falling prices, operating profits are reduced or wiped out by un- 
realized inventory losses. Inventories often are highest, not only in value 
but also quantitatively, at the peak of a price cycle. Price appreciation on 
goods remaining in the inventory may never be realized because a period 
of rising prices is always followed, some time or other, by a period of falling 
prices. Where inventories have been materially increased by deliberate 
buying for a rise, or where inventories normally constitute an important 
part of the assets of a business enterprise, their valuation under first-in 
first-out may represent the most important factor in the determination of 
profit or loss during the up-and-down phases of the price cycle, inflating 
true profits in years of rising prices, and understating true profits when 
prices recede. 

Industries where the first-in first-out method of valuing inventory 
clearly distorts income and fails to picture the correct cost of goods 
produced and sold are characterized by one or more of the following 
conditions: 


1. The inventory turnover consumes a relatively long period of time because of 
either the length of processing or conditions of merchandising, thus necessitating 
the maintenance at all times of a substantial inventory. 

2. The average investment in inventory is relatively large compared with other 
assets. 

3. The inventory consists of a few basic and imperishable commodities which 
are subject to wide price fluctuation. 

4. The cost of raw materials constitutes a substantial part of the cost of the 
finished product, and increases in the prices of raw materials are promptly 
reflected in the price of the product. 
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Last-in First-out 


The second way by which inventory may be valued is the last-in first-out 
method. Last-in first-out assumes that real costs of goods are those of 
replacement, as nearly as possible at the time of sale, and, therefore, 
sales are costed on the basis of inventory latest acquired, or last-in, while 
first-in inventory is treated as unsold, or, in effect, a tool for future oper- 
ations, and is thus reported on the balance sheet.® Since this method of 
interpreting cost does not necessarily require any fixed amount of stock, 
first-in inventory at the end of any given year will be affected by the 
volume of purchases and sales. It assumes that the 100,000 pounds of 
copper added to the inventory was the first purchased at 30 cents, while 
the copper later purchased, being last-in, was first-out, or sold. On this 
basis the 1,100,000 pounds would be valued at $270,000, or an average of 
approximately 24.55 cents per pound. 

As in the case of base stock, successful operation of last-in first-out pre- 
supposes that first-in stocks will be carried at a conservative price level. 
It is not essential, however, that low market quotations prevail at the 
time of the change to last-in first-out. It is probable that most of the com- 
panies using this system originally made some adjustment by writing 
down inventory values to what they considered conservative levels, and 
that these adjustments were charged to the income statement or to the 
surplus account. For the average manufacturing or processing concern the 
last-in first-out method of inventory valuation comes closer to revealing 
to management, stockholders, and creditors the true condition of the 
business and the real profits or losses than any other accounting formula 
that has yet been devised. 


5 “Petroleum, one of the greatest American industries, may claim the honor of 
being the leader, as an industry, in advocating and putting into practice itself the 
‘last-in first-out’ method of inventory valuation. A number of oil companies have been 
costing their inventories on the current basis—using this method—for years, and in 
1934 the American Petroleum Institute recommended the general adoption of the 
system by all producers and refiners. . . . The reasons for this lie in the nature of the 
petroleum industry itself. In the first place, inventory is a serious problem. Values of 
stocks carried sometimes run as high as one-third of all invested capital, and there 
have been times when crude oil prices have declined as much as 50 per cent within 
the space of a few months. The impact of such large stocks subject to such wide price 
variations upon asscts and profits is only too plain.’’—Cotter, Arundel, Fool’s Profits, 
p. 134 (Barron’s Publishing Company, Inc., New York, 1940). A study made by the 
American Institute of Certified Public Accountants disclosed that a marked increase 
in the use of the last-in first-out method of cost determination occurred in 1950, such 
method of cost determination being used between 1950 and 1963 more often than any 
other method. Prior to 1950, average cost was most frequently used, with first-in 
first-out and last-in first-out alternating in second and third places from 1946 through 
1949. In the 1965 study, last-in first-out was used by 190 of 648 corporations whose 
annual reports were examined, and first-in first-out by 199. Nineteenth edition of 
Accounting Trends and Techniques, p. 57 (American Institute of Certified Public 
Accountants, New York, 1965). 
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Over a sufficiently long period of time—a complete economic cycle— 
aggregate net operating results should be exactly the same, whether last-in 
first-out, first-in first-out, or any other approved method of valuing inven- 
tory is employed. The net profits before taxes of respective years within 
the cycle may vary considerably, depending upon which method is em- 
ployed, and under present tax laws, net profits after taxes over a complete 
cycle will vary considerably. Last-in first-out tends to level off the annual 
net income by lowering the peaks and raising the valleys. 

This system of inventory valuation was first recognized by statutory 
provision of the Revenue Act of 1939. The fact that many important 
corporations had adopted this interpretation of cost before it was per- 
mitted for tax purposes indicates that in some cases benefits other than 
those arising from income tax reasons were responsible for its adoption. 


Average Cost 


Third is the average cost method of pricing inventory, a method which is 
peculiarly suitable to the tobacco industry. Fluctuations in the price of 
the various kinds of tobacco entering into the inventory are ironed out 
to a very material extent by this method of costing. The average cost is 
a “moving average”’ and is figured from additions to and subtractions 
from stocks on hand each month over, roughly, a 3-year period.’ Market 
quotations for raw tobacco are entirely ignored. At times, inventory valu- 
ations on the balance sheet bear little relation to the immediate market 
prices. 

To use average cost it is quite necessary for a concern to have a com- 
plete cost system with perpetual inventory records kept in both dollars 
and quantities. The weighted average for an item is computed by adding 
the purchases to the beginning inventory and dividing the total dollar 


7 From the point of view of regularity of yearly income, it is doubtful if the record 
of the three leading tobacco concerns, often referred to as ‘“The Big Three’’—American 
Tobacco, Liggett & Myers, and R. J. Reynolds—can be equaled by comparable cor- 
porations in any other industry. What their stockholders and the investing public 
generally have failed to realize, however, although there has been no effort to conceal 
the fact, is that this unusual showing has been due in great part to the manner in 
which they have valued their inventories. Had these three corporations reported 
inventory on the usual “cost or market, whichever is lower’’ basis, using “‘first-in 
first-out,’’ it is certain that their earnings would have been a great deal more erratic, 
that in some years one or more of them would have shown either a small profit or 
possibly a loss, while in other years reported income would have been swollen by 
high-priced inventories. Inventories constitute an exceptionally large percentage of 
all assets—more than 75 per cent on the average—and moreover, tobacco must be 
kept for approximately 3 years for “aging,’”’ increasing the impact of price changes 
upon the value of stocks on hand. In 1957 a radical change occurred when R. J. 
Reynolds Tobacco Company changed from average cost to last-in first-out in valuing 
its inventory. This change was made since substantial savings could be made in 
Federal income taxes by using last-in first-out. 


308 INTERNAL ANALYSES OF BALANCE SHEETS 


amount by the total quantity. This weighted average cost is used in 
pricing the closing inventory. This method eliminates much of the de- 
tailed pricing; it spreads the effect of price fluctuations; and it is more 
satisfactory from the managerial point of view where costs on the average 
are of greater importance than are costs of a particular lot. Quite a num- 
ber of companies in other industries have borrowed the average cost sys- 
tem from the tobacco processors, and its use is fairly general at the 
present time.*® 


Standard Cost 


Fourth is the standard cost method of inventory valuation used in valu- 
ing finished products of a manufacturer. Standard cost has been defined 
as predetermined cost computed on the specifications of the product and 
predetermined manufacturing methods, which include specific amounts 
of raw material, direct labor, and burden; it is more a theory of what cost 
should be than what cost really is. Standard raw material is obtained 
from an itemized schedule of the various kinds, grades, and sizes of mate- 
rials used. Standard labor is obtained from an itemized schedule of oper- 
ations necessary for the manufacture of the product, computed at current 
labor rates. Standard burden rates are established by means of a budget 
of the manufacturing expenses considered appropriate to a normal level 
of operating capacity. The difference between standard costs and actual 
costs is usually reflected in overabsorbed and underabsbrbed accounts 
which are used in making actual adjustment at the time of the physical 
inventory. 


Retail Method 


Fifth is the retail method of inventory valuation. This method values the 
inventory at average cost or market, whichever is lower (on a rising mar- 
ket the value will be essentially cost; on a falling market, cost or market 
whichever is lower). It is considered to be the most scientific and satis- 
factory method of valuing inventories for retail enterprises, although in 
recent years many of the larger department stores have superimposed 
last-in first-out on the retail method. 


8 A survey of the National Industrial Conference Board in 1938 revealed the fact 
that 39 per cent of 826 manufacturers that replied to a questionnaire employed average 
cost in valuing all or part of their inventories. The nineteenth edition of Accounting 
Trends and Techniques showed that in 1950, 136 out of 518 corporations disclosing 
their method of inventory valuation in their annual corporate reports, used average 
cost, and for 1964, 163 out of 648 corporations used average cost. In 1964 average 
cost was exceeded in use only by last-in first-out by this particular group of 648 
representative corporations. -p. 57 (American Institute of Certified Public Account- 
ants, New York, 1965). 


NET SALES TO INVENTORY 309 


All purchases are entered in the merchandise record at cost and at pre- 
determined selling prices. The difference between the cost of all items in 
the inventory and the total predetermined selling prices of all items repre- 
sents the anticipated gross profit. This percentage of mark-on, with neces- 
sary adjustments for discounts, sales, and allowances, is applied to the 
ending inventory at the aggregate selling price, yielding the inventory at 
computed “‘cost,’’ which may be cost or market whichever is lower de- 
pending on price revisions on purchases, and price changes made on mer- 
chandise in stock. By this method, cost is a direct derivative of the price 
at which merchandise is currently being offered for sale. 

By use of the retail inventory method of valuation, the laborious proc- 
ess of inventorying and costing thousands of items to obtain an inventory 
figure for balance sheet purposes is eliminated. Balance sheets may be 
prepared monthly or as often as desired by using the book inventories 
obtained from the merchandise record or stock ledger. Like all book 
inventories, the retail book inventory must be checked periodically by 
physical inventories. This inventorying may be done for the store as a 
whole at one time or by departments or subdivisions of departments 
throughout the year. 


Base Stock 


Sixth is the base stock or normal stock method of control. This method is 
predicated on the theory that the only real costs are replacement costs, 
and that a fixed, or a relatively fixed, permanent quantity of inventory, 
analogous to a reservoir, without which operations would not be con- 
tinued, must be maintained at all times. This essential supply, or base 
stock, is valued at a fixed price, usually so low that actual prices will 
never fall below it. This part of the inventory is treated as though it were 
never sold, despite the fact that it is mixed with incoming inventory and 
physically, more or less, does get processed and is used. Inventory pur- 
chased during a given year, or during other accounting periods, in excess 
of this base stock, is generally valued in inventory on the basis of cost 
or market whichever is lower, by the first-in first-out method, or by 
averaging. 

While the physical volume of inventory actually on hand may some- 
times fall below the base stock quantity, this fact does not interfere with 
the base price. When replacements are made and the physical stock again 
is brought to its predetermined normal size, any excess cost is written off 
against earnings. If the market value breaks through the price at which 
the base inventory is carried, then the value of the base inventory is 
continued permanently at this lower level until another break-through. 

If 500,000 pounds of copper should be the base stock, then the inven- 
tory of the 1,100,000 pounds would be valued: (1) 500,000 pounds at a 
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base price, say, of 10 cents per pound, or $50,000, and (2) 600,000 pounds 
at first-in first-out basis, 400,000 pounds at 32 cents per pound, and 
200,000 pounds at 36 cents per pound, or $200,000, giving an inventory 
valuation of $250,000. 

The base stock method of inventory valuation has been used in Scot- 
land, Wales, England, and Holland for more than half a century, al- 
though it is not generally accepted even in those countries. The Ameri- 
can Smelting & Refining Company was the first large corporation in the 
United States to adopt base stock method of control. That took place in 
1903. The National Lead Company? followed suit in 1913, the American 
Can Company in 1917, Endicott-Johnson Corporation in 1936, and the 
Corn Products Refining Company in 1939. 

The United States Treasury Department has consistently refused to 
recognize the use of base stock accounting in corporate income tax re- 
turns. At the present time this method is only in occasional use. 


NEED FOR INVENTORY CONTROL 


Inventories have been called the “graveyard of American business’’ 
because they have so frequently been the prime cause of business failures. 
Inventories that have been allowed to become unwieldy often contain 
an ill assortment of poorly chosen or obsolete goods, or the management 
has speculated on rising prices. When prices fall, losses are assumed; if 
both the inventory and the liabilities are heavy, bankruptcy often results. 
The inventory is one of the more important balance sheet items because 
of its direct relation to the profit and loss for two successive periods, the 
year just closed, and the following year. The importance of the inventory 
increases as the dollar volume of the inventory rises in relation to other 
assets. 


Losses from Falling Prices 


No one factor has such an immediate effect upon the well-being of a 
business enterprise as the level of prices of the raw material which a 
manufacturing concern uses, or the level of wholesale prices of the prod- 
ucts which a wholesale or a retail concern handles. If the general level of 


® Since 1932 the National Lead Company has carried its base stock of lead at 
3 cents per pound. Inventories in excess of base stock on Dec. 31, 1965, were carried 
at the lower of cost (on various “averages,” “‘first-in first-out,’’ or “last-in first-out” 
bases) or market. The Dec. 31, 1965, annual report gives the physical quantity and 
price of base stock as follows: 49,68714 short tons of lead at 3 cents per pound, 1,12414 
short tons of tin at 21 cents per pound, and 1,400 short tons of antimony at 5 cents 
per pound. 
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prices of the products which a concern is handling goes up, its own sell- 
ing prices may be raised and an unexpected profit may be obtained on the 
inventory purchased at lower prices and already on hand. To a marginal 
enterprise balancing itself on the brink of uncertainty, that means re- 
newed vigor and a somewhat longer lease on life. The time always comes, 
however, when the rise in prices ceases, hesitates, and then turns down- 
ward. When the downward trend sets in, the inventory on hand must be 
marked with lower prices in order that it may be sold in a competitive 
market, and a loss is taken in that very process, a process which ends 
only in a permanent blackout for many marginal concerns. ! 

It should also be kept in mind that every dollar added to or subtracted 
from the value of the inventory is reflected in a like amount in the income 
statement. The size of net profits depends upon the validity of the inven- 
tory values shown in the balance sheet. We have seen what a wide range 
in bases exists for this valuation. 


Losses from Obsolescence 


Second in importance to falling prices in the effect upon inventory losses 
is obsolescence, particularly where the inventory is not turned over as 
rapidly as is typical for a division of industry or commerce. Style, design, 
color, utility, and price play important parts not only in the retail trade, 
but also in manufacturing and wholesaling. To cope with these trends the 
manufacturer is faced with two major conditions. An adequate stock of 
the right merchandise must be maintained at the right time if a business 
is to progress, yet, at the same time, the inventory must be under con- 
stant control to avoid excessive stocks with consequent losses from obso- 
lescence. In spite of seasonal demand, the production program of a manu- 
facturer must be planned so that a relatively even flow will continue 
throughout the year to obtain maximum benefits of plant, equipment, 
and labor utilization. If sales and production are carefully coordinated 
with effective controls, obsolescence in inventory will be kept to a mini- 
mum, except where market studies for the demand of a particular product, 
or the judgment of those responsible for style, design, color, utility, and 
price, have been in error. 


Aging of Inventory 


There has been developing a technique of inventory control similar to 
the technique which has long existed in accounts receivable control. The 
objectives of inventory control are the keeping of the inventory in a defi- 

10 The correlation between price levels and failures is discussed in Peaks and Valleys 


in Wholesale Prices and Business Failures by Roy A. Foulke (Dun & Bradstreet, Inc. 
New York, 1950). 
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nite relationship with net sales and with net working capital, the conver- 
sion of inventory into cash in the shortest possible time, the minimizing 
of losses through obsolescence, depreciation, and expenses resulting from 
excessive inventory, and the developing of records to give a constant 
aging of inventory similar to an aging of receivables. 

The age of inventory is important from the financial point of view as it 
indicates the rate at which materials and merchandise are being converted 
into cash; simultaneously, it emphasizes the cost of carrying goods in 
stock. A large inventory increases the current assets, but it also increases 
the current liabilities. In a manufacturing concern if the raw material does 
not find its way into salable finished merchandise in a reasonable length of 
time, its actual value may be much less than that carried on the books. 

Products in the inventory that have not been moved for a relatively 
long period may prove to be an unprofitable investment; they may even- 
tually be sold at a loss or scrapped because of a change in design or in the 
line of products, because the items were not suitable or actually needed, or 
because the goods had been damaged or allowed to deteriorate. The most 
unsatisfactory products would be disposed of as obsolete, damaged, or 
deteriorated. An aging of inventory items, however, would furnish the 
information to management to forestall such losses. 

Moreover, it is costly to carry in stock goods for which there is no im- 
mediate use. If money is being borrowed at the rate of 5 per cent per 
annum, then the cost of goods lying in a warehouse or a store for a year is 
increased by that percentage. An exaggerated example of this situation 
was disclosed by a company that had on hand enough of certain standard 
kinds of wood screws to fill its normal needs for 20 years. Had these wood 
screws been held until they were used, the last of them would have cost 
more than twice the original price. 

There are certain times when it may be economical to add goods to the 
inventory even though they may not be used for a long period. When only 
a few pieces of a certain part are used in an assembly, when the setup for 
the manufacture of the part is expensive, and when the material is rela- 
tively inexpensive, it may pay to make a sufficient quantity at one time to 
last for a long period. In some types of manufacture, the time that is 
taken to prepare the machine and produce the first piece to pass inspec- 
tion may justify the production of a large number once the setup is made. 
In such exceptional cases it is economical to carry relatively large stocks 
of certain slow-moving items. 

The turnover of inventory is a means to an end, the end of earning the 
maximum of net profits. Heavy inventories involve losses from obsoles- 
cence and depreciation, and expense in carrying. Light inventories bring 
about lessening of profits through higher costs in fractional buying and 
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loss of sales through incomplete stocks. In other words, an Aristotelian 
sense of proportion must come into play; the minimum inventory con- 
sistent with sound operations is the desired objective. That objective dif- 
fers widely in different divisions of industry and commerce, and often 
within departments of the same concern. The only real bargain in inven- 
tory is as small a stock as circumstances will warrant with a rapid turnover 
of that stock, never the purchase of merchandise merely because it seems 
to be offered at a low price. 


Inventory Partially a Purchasing Problem 


The purchasing problems of a manufacturer are usually somewhat more 
complicated than those of a distributing business because of the greater 
fluctuations in raw material prices and because orders must often be 
placed months ahead of delivery. The larger manufacturing concerns, in 
particular, must generally place orders for their requirements well in ad- 
vance of their needs to be sure that there will be no interruption in 
production. 

Once purchase commitments are made and orders are placed, it is ex- 
tremely difficult and sometimes impossible to cut down on the growth of 
inventories with sufficient speed to keep a financial condition thoroughly 
sound. In fact it is no unusual occurrence for the market value of goods on 
order to drop before the goods are even shipped. It is evident that the 
recognition in the current accounting period of such potential losses which 
are expected from firm, uncancelable, and unhedged commitments is 
essential in analyzing the financial condition of a business. The losses 
on such commitments should be measured in the same way as are inven- 
tory losses and, if material, should be separately disclosed in the income 
statement. The utility of such commitments, however, is not impaired, 
and there is no loss when the amounts to be realized from the dispo- 
sition of the future inventory items are adequately protected by firm 
sales contracts.!! 

This problem grows in importance with the size of the business. Inven- 
tories which are reasonable in one month may, within a very few months, 
become excessive and dangerous as a result of a sharp decline in the rate of 
sales. The only possible way to avoid or to alleviate headaches which 
result from undigested inventories is to plan far ahead and, with large 
concerns, to build up efficient internal controls. 


11 Accounting Research and Terminology Bulletins, pp. 34-35 (American Institute 
of Certified Public Accountants, New York, 1961). 
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ILLUSTRATIONS OF RELATIONSHIPS 


There are two practical guides to the size of inventories in commercial 
and industrial businesses, the relationship between the net sales and the 
inventory, and the relationship between the inventory and the net work- 
ing capital. This chapter is concerned with the first of these two relation- 
ships. The ratio of net sales to inventory, or a qualification of this ratio— 
the relationship of cost of sales to inventory, which tends to give a 
turnover rate—has been used for many years by progressive business 
executives. 


Retail Men’s Clothing Store 


James Cluff started a small retail men’s furnishing shop 26 years ago in 
Jersey City, N.J., with a moderate investment of $9,600. At that time 
Cluff was a young man twenty-two years of age. He discontinued this 
business 4 years later and opened a slightly larger store in Newark, N.J., 
to retail men’s clothing, principally suits, topcoats, and overcoats but with 
a side line of furnishings and shoes. Each of these units was operated as a 
proprietorship. 

The Newark business was incorporated 11 years ago under the style of 
Retail Men’s Clothing, Inc., with an authorized and paid-in capital of 25 
shares of common stock of no par value. In the years immediately follow- 
ing the incorporation, sales declined and the financial condition of the 
business became involved. An involuntary petition in bankruptcy was 
filed 9 years ago against the corporation by three creditors. Assets 
amounted to $17,555 and liabilities to $28,336. Claims were subsequently 
settled by the payment of 25 per cent in cash. The business was then 
resumed and operations have continued with more or less success up to 
the present time. The comparative figures for the past 3 years appear in 
Schedule 32. 

At the end of year C and of year B operations were being conducted on a 
paid-in capital of $20,820. On the first day of year A, the paid-in capital 
was increased to $40,000 by the payment in cash of $19,180 into the busi- 
ness by friends of James Cluff. The retained earnings at the end of year 
C amounted to $189, at the end of year B to $1,846, and at the end of year 
A to $3,495. Largely as the result of the issuance of the additional com- 
mon stock for cash, the tangible net worth increased from $22,666 at the 
end of year B to $43,495 at the end of year A. 

During year C, net sales amounted to $52,498 and a net loss of $576 was 
incurred. During year B, net sales dropped to $46,497 but a net profit of 
$1,657 was earned on the smaller volume. During year A, net sales ex- 
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panded to $65,462 and a net profit of $1,649 was recorded. No dividends 
were paid during any of these 3 years. 

The sales of the Retail Men’s Clothing, Inc., are made largely on a cash 
basis. As a result, the receivables represent a nominal proportion of the 
current assets in each of the three balance sheets, ranging from a low of 


Retain MeEn’s Crioruina, Inc. (Schedule 32] 
Comparative Figures for Years Ended March 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
Cashtaperrcm ee ee oy $ 709 $ 1,402 $ 1,238 
ACcountss Recelvablessann suse sean 1,344 1,496 1,644 
IDTRYCINTO AE Mere cores 0 alae oy Bee eres en aera ae 29,161 32,447 54,502 
CUTTETEBA SSELSI OV Wyte ET ea ae ysis $31,214 $35 , 345 $57 , 384 
ihixed@Assets Nets rar eter cee. 350 518 683 
WoanspReceiva blotter a ee oe es 1,872 2,459 3,964 
IDS ROSS 66.4 eee een Oe meester e 175 176 185 
WO Oa Ts Aa ee cee ee! ae © Pee ee $33,611 $38, 498 $62,216 
LIABILITIES 

NFornstromebankeseyiee ieee) et en eat Le $ 500 $ 200 $ 600 
INCCOUMUS PLAY A DIO wen tea ken. we ae 8,497 1 SROM2 16,871 
INADA | Soba Seah Se eee ein ae Ene 103 240 216 
Die io. daiicsOiilties. os eaceds bonbeees oO ealy 25020 1,034 
Curent nauiiiesn ree noe ee $12,602 $15 , 832 $18,721 
Commons tock<s ween aed eee nese 20,820 20,820 40,000 
Retamedearningsnperee - ae ise sn 189 1,846 3,495 
“1 BOYS WANS acaweli PIS ere ts Pad A a $33,611 $38 , 498 $62 , 216 

INGE MCG CUP IAIOE. oir bc ds web esd ore heat $18,612 $19,513 $38 , 663 
CUrrcritgh GLO Pe ei co 2.48 2 Oe 3.06 
RCL COLE RN Cla VOTE Rete ee ee $21,009 $22 , 666 $43 ,495 
ING TSA Lessee aint te eens CR Serer ALT $52 , 498 $46 , 497 $65 , 462 
INetubrotitrer eee eee hl Be (L)576 1,657 1,649 
IDiVIG CNS tp pee ee he Po ac None None None 


$1,344 in year C to a high of $1,644 in year A. Cash was also low on each 
statement. Under these circumstances the current assets over the years 
consisted primarily of inventory. The relationship of the net sales to the 
inventory on each of these statement dates gave the following picture: 


Year C Year B Year A 
ING Salester ae eee. LR GR oe eer eds $52,498 $46 , 497 $65 , 462 
Tnventonyee eevee eee eo ee eels ote Se 29,161 32,447 54, 502 


Ratio of Net Sales to Inventory................. 1.8 1.4 2 
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While the net sales were fluctuating down and then up over this 3-year 
period, the inventory went up steadily. At the end of year C, the inventory 
stood at $29,161. One year later the inventory amounted to $32,447, and 
at the end of year A, to $54,502. As soon as the additional funds had been 
invested in the business early in year A, the management used those funds 
to increase the stock of merchandise which fluctuated around this higher 
level throughout that fiscal year. 

The ratio between the net sales of $52,498 for year C and the inventory 
of $29,161 shown in the balance sheet at the end of year C amounted to 
1.8 times. On the lower net sales of $46,497 for year B and the higher in- 
ventory of $32,447, the ratio dropped to 1.4 times. The net sales expanded 
to $65,462 for year A, but the inventory went up more than a proportion- 
ate amount and the ratio now dropped to 1.2 times. Here is a steady down- 
ward trend in the ratio of net sales to the inventory for these 3 years. 

Condensed Analysis. The balance sheet figures for year C would, at a 
superficial glance, seem to disclose a satisfactory financial condition. The 
ratio of current assets to current liabilities was satisfactory, the relation- 
ship between the current liabilities and the tangible net worth was satis- 
factory, fixed assets were nominal, receivables were small, and there was 
no funded debt. Only two minor features gave an unfavorable picture: 
the cash of $709 was certainly low, and a bank debt of only $500, in con- 
trast to $8,497 owing for merchandise and $3,502 due to the president, 
would seem to indicate some reticence on the part of the bank to extend 
what might be termed reasonable credit. On the basis of the sales analysis 
as described in Chap. V, it would have taken 2.34 months to have liqui- 
dated the accounts payable, and on buying terms of 30 days, payments 
would certainly have been slow. This was later verified by an investiga- 
tion; trade payments were running up to 60 days slow. Apparently Cluft 
had had to make advances to the corporation in order to meet the more 
extended trade obligations. 

A similar condition was reflected by the figures for both year B and 
year A. In both years, the cash was nominal, bank loans were small, ac- 
counts payable were progressively larger, the amounts due James Cluff 
grew smaller as payments were made on this indebtedness, receivables 
were small, and fixed assets were nominal. Loans receivable amounting to 
$1,872 in year C represented loans to two friends of Cluff. This item ex- 
panded to $2,459 in year B, and to $3,964 in year A, as additional funds 
were lent to these two friends and a new loan made to a third friend. 

When a study of relationship is made between the net sales of $52,498 
and the inventory of $29,161 for year C, the picture becomes decidedly 
more unfavorable. Here we have a ratio of only 1.8 times compared with a 
5-year average ratio of net sales to inventory for retail men’s and boys’ 
clothing stores of 3.6 times. In other words, in year C this particular ratio 
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was about one-half as high as it should have been as a minimum. This 
ratio now became progressively more unfavorable with 1.4 times in year B 
and 1.2 times in year A. The ratio of 1.2 times for year A is approxi- 
mately one-third as large as the 5-year average, indicating how poorly 
this business is being managed from a merchandising point of view. 

With the relationship of net sales to inventory so greatly out of line in 
year A, two conclusions would seem obvious: (1) the inventory over the 
years has probably included a steadily increasing proportion of soiled, 
out-of-style, or unsalable merchandise which presumably is being carried 
at cost and not at marked-down values, and (2) the management, even 
though it has operated this business and its predecessor for 15 years, 
knows little about merchandising and the desirability, even the necessity, 
of inventory turnover. The inventory had become so greatly excessive by 
the end of year A that probably both conclusions are valid. 

On the net working capital of $38,663 for year A, an inventory no 
greater than this amount should be carried. Net sales of a retail concern in 
this line of business and of this size under fairly capable management 
should amount to approximately $155,000. By obtaining the typical ratio 
of net sales to inventory of 3.6 times, a reduction could be obtained in the 
inventory from $54,502 to around $43,000, which would release $11,502 
to reduce liabilities and to increase cash to a reasonable amount. 

If the inventory at the end of year A actually contained out-of-style 
merchandise which was unsalable except at a considerable markdown, 
then the figure of $54,502 is inflated. If that inflation existed to an amount 
greater than $1,657 in year B and greater than $1,649 in year A, then 
losses were actually assumed in those years instead of the net profits that 
were recorded. What is actually needed in this situation is (1) a physical 
inventory of every piece of merchandise by competent outside appraisers, 
(2) a policy of weeding out and reducing inventory to an amount not 
greater than the net working capital, at the same time keeping the in- 
ventory well balanced, and (3) an operating policy that would build up 
net sales. That policy might involve increased advertising, a lower 
markup, or a change in the type and price level of merchandise to cater 
more nearly to the requirements of available customers. 


Manufacturers of Men’s Clothing 


The Men’s Suit Co., Inc., was incorporated 3 years ago under the laws of 
the State of New York with an authorized capital of 200 shares of pre- 
ferred stock, par value of $100, and 400 shares of common stock of no 
par value. At the end of the first year of operations, the paid-in capital, 
consisting of the 400 shares of common stock, was carried in the balance 
sheet at $113,000. No preferred stock was outstanding. In year B, 120 
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shares of preferred stock, carried at $12,000, were issued for cash. No 
further change was made in the capitalization. 

This business is controlled by one Fred Solomon, the president of the 
corporation. At the end of year A, Solomon was forty-nine years of age. In 
his business career he had been employed first as a salesman for a manu- 


[Schedule 33] MeEn’s Suit Co., Inc. 
Comparative Figures for Years Ended June 30, 19— 
(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
Casha, ciency chi eit oe ee $ 68,178 $ 43,760 $ 35,447 
INIGUAS RECON NIG Go eeydow volme bocce aus PY ONG 2,102 4,110 
AC COUTUSMENECElya0l een oars een 98,110 121,043 181,496 
ImentOnyee dere ee ee ere eee 140, 002 146,201 279 , 896 
OoierentwAssetsm ers gua ee ee $308 , 506 $313,106 $500, 949 
Furniture and Equipment............. 259 201 2,870 
Miscellaneous Receivables............. 504 een eee er 158 
WeterredcAssets aa, er ree eae ee pee . 206 85 107 
PROTA Sane See eonee§ eters See BOSS ONG OL $313 , 392 $504 , 084 
LIABILITIES 

DicttOmB ake n. een ee SOO OOU $100,000 $ 80,000 
DuestorContractorss. eee ee 22,105 24, 565 23), 912 
ACCOUNTS ERA y able urmcri.: oi eee eee 114,171 60, 220 252,401 
FAC CEASE tee Wate css deh: ee he - Gt 1,191 5,158 
On eNEELLQULILLCS a en eee $196 , 353 $185, 976 $361,471 
6% Cumulative Preferred Stock........ ........ 12,000 12,000 
CONAINONES LOC k sane ents tae ae ee 113,000 113,000 113,000 
SUL DLUS wrest vena hone eee Tan es 208 2,416 17,613 
ALO DAUGHNe Med ecg seen i, ee eee $309, 561 $313 , 392 $504 , 084 

ALN TOS (CP OOHOT rose oon ore oe ho oa oa» MIWA aR $127 , 130 $139 ,478 
GCarnrent sl Gi oma dn eva: Nt eR Oe 1.57 1.68 oo 
HMang7blca Neha Orta t i. te eee eee 208 $127, 416 $142 ,613 
INetiSalesti.t0, A, te eee $718, 624 $606 , 943 $801,625 
INGtME TOL ON ty Ct: Let oh eget nena ee 1,696 2,928 15,917 
| DINVANG FES iVG Rye rece ae lne aoe Sane, tf None 720 720 


facturer of men’s clothing, and then as a principal in three successive 
concerns engaged in manufacturing men’s clothing. None of these three 
concerns had been successful. Creditors, however, had assumed no losses 
in these ventures. As each concern had been liquidated all obligations had 
been paid in full. 


Men’s Suit Co., Inc., manufactures medium and better priced men’s 
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suits, topcoats, and overcoats. Sales are made on 60-day terms to depart- 
ment stores and retail men’s clothing stores in the Midwestern states. 
Garments are cut on the premises but are completed by outside con- 
tractors. The comparative fiscal figures for the 3 years that the business 
has been in existence appear in Schedule 33. 

These balance sheets are dated June 30, which is normally the date 
after spring inventories have been liquidated and just prior to the receipt 
of piece goods to be made into autumn and winter garments. The typical 
concern in this line of business would normally close its fiscal year with an 
inventory that would be approximately one-sixth as large as its annual net 
sales. In this case the inventory was materially greater on each statement 
date, with an upward tendency. 

Net sales in year C amounted to $718,624. For year B, the net sales 
dropped to $606,943, and then in year A expanded to a high point of 
$801,625. Net profits were earned each year. The net profits for year C 
amounted to only $1,696, which was 0.23 per cent on the net sales. For 
year B, the net profits increased to $2,928, which was 0.48 per cent on the 
net sales. For year A a more satisfactory return of $15,917 was recorded, 
representing 1.98 per cent on the net sales. 

Over these 3 years the minimum of dividends were paid, none in year C, 
$720 on the preferred stock in year B, and $720 on the preferred stock in 
year A. Asa result of these minimum dividend payments, a very substan- 
tial portion of the earnings was reinvested in the business. Between year C 
and year A, the tangible net worth increased from $113,208 to $142,613, 
partly from retained earnings and partly from the sale of the preferred 
stock for cash. 

In several ways, these balance sheets are unusual. Among these fea- 
tures is the ratio of the net sales to the inventory. These two items give 
the following relationship over the 3 years: 


Year C Year B Year A 
INGtaoalesmme ree ic oe Ata tiit ek ares yarns 4 $718,624 $606 , 943 $801 , 625 
JORTGINUOIAYs ator cae Ae Re ees a ee ce 140,002 146,201 279 , 896 
Ratio of Net Sales to Inventory.............. 5 il 4.2 2.9 


While the net sales were fluctuating, first down, and then up, the in- 
ventory showed a steadily upward growth on each statement date. The 
inventory at the end of year C was $140,002, at the end of year B $146,- 
201, and at the end of year A $279,896. Between year C and year A the 
inventory went up 99.9 per cent. As a result of this upward trend in the 
inventory, the relationship between the two items became more and more 
unfavorable. Whereas the typical concern in this line has a ratio of net 
sales to inventory of 5.9 times, this ratio for Men’s Suit Co., Inc., dropped 
from 5.1 times in year C to 4.2 times in year B, and to 2.9 times in year A. 
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In year A the relationship was just one-half what would normally be 
expected. 

Condensed Analysis. There are several situations which are not con- 
ducive to confidence in these comparative figures. The ratio of current 
assets to current liabilities was low on each of the three balance sheets and 
particularly so on the balance sheet at the end of year A. That the current 
liabilities were very heavy is also evident by the ratio of the current lia- 
bilities to the tangible net worth. Whereas the typical ratio of current lia- 
bilities to tangible net worth for a manufacturer of men’s suits and coats is 
around 78.5 per cent on the fiscal date, here the ratio was 173.4 per cent in 
year C, 145.8 per cent in year B, and 253.5 per cent in year A. 

To ascertain why the current liabilities were so heavy, the analyst must 
look to the current assets. The explanation must rest in the current assets 
in view of the fact that such a nominal proportion of the tangible net 
worth, only 2.01 per cent in year A, was represented by fixed assets. When 
fixed assets are heavy, often the current liabilities are also heavy to carry 
a normal volume of business for the tangible net worth. The situation 
which predominates here is very different. 

The current assets in this case consisted of four items, or if we consider 
the notes receivable and accounts receivable together as one, of three 
items. The cash, with the exception of year C, was reasonable; at least 
there was no excess. The accounts and notes receivable gave an average 
collection period based on net sales of 51 days, 74 days, and 84 days, re- 
spectively. On selling terms of 60 days, the collection periods in year C and 
in year B were well in proportion. The average collection period of 84 days 
in year A, as will be seen from Chap. XIII, was only slightly in excess of a 
normal leeway. So, even though the collection period had been going up, 
it had just reached the point in year A where some attention was needed 
to see that no further expansion took place. This conclusion was then 
verified by obtaining the following aging of the receivables: 


SuMesgShipMents seep ee: ac) eke etka Was pees eee eae nee eee $113 , 339 
NVI VES DID OD GSU tra nore fortes ents eee a teeing i 41,199 
PNDETCS DIDIMMEN UG ces secs 8 cite eee eee ee Ce ee 19,382 
Marchi shipments... <.cai088 tence ose ae rane pvcc se en, ee 10,305 
eDruahyashipments ye: see. teeter tegen nee ee, Ane ee nn 3,147 

LOUaby ee eeree. ee ket: AP PE Ua, RT Ze ee ee Sa $187 ,372 
Wess SESE V.euLORDIDISCOUTtS re Senn Meer ar aed ee et 1,766 
MecoUuntsrandwNotes: hecelvablew Ne tana we ene eee a ae ee en $185 , 606 


Of the total accounts and notes receivable, 82.5 per cent represented 
shipments within 60 days, and 92.9 per cent shipments within 90 days. 
Only $13,452, or 7.1 per cent, represented shipments more than 90 days 
old, which is quite a satisfactory showing. 

For an explanation of the heavy current liabilities we are now left to the 
last item in the current assets, namely, the inventory. In the comparison 
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which has already been made between the net sales and the inventory, we 
found a gradual but steadily downward trend in the relationship from 5.1 
times in year C, to 4.2 times in year B, and, although it is almost unbeliev- 
able, to 2.9 times in year A. The verification of the heaviness of the inven- 
tory is also found in the relationship between the inventory for each year 
and the respective net working capital. This relationship is discussed in 
Chap. XII. 

The typical manufacturer of men’s suits and overcoats has a rather 
moderate inventory on June 30; spring merchandise has been made up and 
largely or completely sold, unless there is a carry-over; piece goods gener- 
ally are on order for delivery in July and August to be made into autumn 
and winter clothing. Under these operations, the inventory on June 30 for 
a concern of this size might range normally somewhere between $50,000 
and $125,000. For each year the inventory exceeded this maximum out- 
side limit, and at the end of year A it was more than twice as large. 

An explanation was in order. The heaviness of the inventory in year A 
might have been caused by the inability to liquidate spring suits. If so, 
the concern was headed for trouble; those suits would have to be sold at a 
sacrifice to raise cash, or, if the bank were particularly friendly and liberal, 
be carried until the next spring season, which would mean excessive bank 
borrowings to carry this merchandise and to finance the heavier winter 
business. On the other hand, the heaviness might be due to the fact that 
the management had completed its spring season and had ordered and 
received early shipments of piece goods for autumn and winter garments 
in order to start cutting early. Such a situation would be extremely 
favorable. Which interpretation of the figures was correct could be 
obtained only from an explanation by the management. 

That explanation fortunately turned out to be the favorable one. A 
breakdown of the inventory carried at $279,896 in the balance sheet for 
year A disclosed a nominal carry-over of spring suits as follows: 


imishedesuitsms PriM CiSCASOM errs series cxsue, secea cue eeeh ty keep dca A ee $ 12,360 
Himnishedesiitseautummrand=winteres-+..20 ae. ee ae ones eee 110,311 
TP ROCCSSme oe me eee es ee enter EMA. COPLNS Enateliy, ghee Sete 90,570 
TENGE) EOTOXO ISG. coils feces 6 Che ne, ne Neen cere ate AIRMEN 2 eMC Crh YS SS anger Se 41,734 
DOT TLENITN IT Goa ere eee een ear Oo) dc SO ee tier gt is Dn nssc te Bae aca yuan ge Pek 24,921 

DRO LAICRM RRC IT ream ncr te ew nia thai ts RB tebe, 2 cb cle pects ROR PRN cae tas $279 , 896 


So, here is a concern which apparently has had a heavy financial con- 
dition over the 3 years, with a very unbalanced condition at the end of the 
fiscal year A. However, the financial condition as of the end of year A was 
quite satisfactory. It is a fact that current liabilities were far heavier 
than normal, but the assets supporting these liabilities were sound. With 
such heavy liabilities the financial condition was one which would need to 
be followed closely. If the autumn and winter season should not work out 
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as budgeted, if net sales should drop, if the piece goods which had been 
purchased represented ‘‘fancies” and the clothing made with it would not 
sell easily, if a substantial loss should be taken on any one or on several 
accounts, if returns should be heavy as a result of poor manufacturing, in 
short, if any situation should arise where the business did not function on 
schedule, the heavy liability condition could very well become a vulner- 
able one. On the other hand, if sales held up well for the fall season, a 
normal seasonal liquidation would take place and everything would be 
rosy. 


Manufacturer of Heavy Chemicals 


Industrial Chemicals, Inc., was incorporated under the laws of Delaware 
in 1939 as a consolidation of two successful corporations, both of which 
had been engaged in the manufacture of heavy chemicals. At the end of 
year A, operations were being conducted on a paid-in capital of $157,614 
of 6 per cent cumulative preferred stock, $1,650,000 of common stock, 
capital surplus of $366,126, and retained earnings of $828,600. 

Among the heavy chemicals which this concern manufactures are sul- 
furic, nitric, hydrochloric, chlorsulfonic, and acetic acids, chlorine, caustic 
soda, alum, niter coke, sodium sulfate, sodium sulfite, and sodium sulfide. 
In recent years, experimentation has also led to the production of special- 
ties such as coal-tar intermediates, phosphoric acid compounds, plastics, 
and rubber chemicals. Some products are sold on 30-day net terms and 
others on 60-day net terms. 

Operations were conducted profitably during each of the 3 years under 
review, but with decreasing profits. For year C, the net profits were $308,- 
792, or 10.54 per cent on the tangible net worth; for year B $205,131, or 
6.85 per cent on the tangible net worth; and for year A $133,106, or 4.44 
per cent on the tangible net worth. Dividends of 6 per cent on the out- 
standing preferred stock, amounting to $9,457, were paid each year. In 
year C and in year A, dividends of 7 per cent, amounting to $115,500, 
were paid on the outstanding common stock, and in year B 8 per cent, 
amounting to $132,000. As the earnings exceeded the dividends each 
year, retained earnings increased from year to year, but very moder- 
ately in year A. The comparative figures for the 3 years appear in 
Schedule 34. 

While the net profits were decreasing from year to year, most of the 
other items were increasing. The current assets expanded from $1,963,977 
in year C' to $2,805,262 in year A, the current liabilities from $479,417 to 
$1,203,160, the net working capital from $1,484,560 to $1,602,102, and 
the net sales from $3,834,615 to $4,395,546. 

The increase in the current assets was brought about by the steady 
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INDUSTRIAL CHEMICALS, INC. [Schedule 34] 
Comparative Figures for Years Ended December 31, 19— 
a a eee ee BE 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
Casha i: Tei Rots Eee $ 291,283 $ 323,149 $ 295,374 
Notes Receivable............... 23, 702 41,212 32,261 
Accounts Receivable............ 576,210 642,512 352,621 
imventonyeranns:< alk eee es 1,028,095 IL GAN), Pals? 2,025,006 
Marketable Securities........... AACS (ite weenie toe Mn ote 100,000 
COGS AISA ao oo tee see ene $1,963,977 $2 , 557 , 086 $2, 805 , 262 
GA Lstalvemeeitr.ccc ae he eh 117,452 117,452 452, 
BuildingssNetwmsin seen cela. 618,777 610,627 590,624 
Machinery and Equipment, Net. 646 , 043 635,941 595,041 
Miscellaneous Receivables....... 10,285 3,561 14,277 
Weferred: Charges... 7.0.4. . 53,399 61,092 61,843 
POStWATBRVCLUNGM aren ee Sleepers ter ome hay eee le 21,000 
AL UCINUS EES ah Pane Ree con tps oboe ove 1 1 1 
(UCT Oe es eee ee $3, 409 , 934 $3,985,760 $4, 205,500 
LIABILITIES 

Notes Payable to Banks........ $ 200,000 $ 500,000 $ 500,000 
Due to Officers. . ee ee 22,480 6s 500ua ty & jee ae ee 
Accounts Payable. . None eon ee 13,105 120,299 116,585 
LNCKOTOT EH S38 Sic hee eae aa 92,778 74,770 70,575 
Reserves for Contingencies...... .......... 50,000 150,000 
Divadends Pay. abley aaa my Aeee. 41) ay oe 30,000 30,000 
Reservedtor Daxe€S jem acca iio ae 151,054 ___ 210,000 336 , 000 
Current Liabilities. . 2... a ss $ 479,417 $ 991,569 $1,203, 160 
6% Cumulative Pref. Stock..... 157,614 157,614 157,614 
Commontstocks: mmr ae soar 1,650,000 1,650,000 1,650,000 
Capisalesurplise sa eee ee 366, 126 366, 126 366, 126 
Retained Harnings............. 756,777 820,451 828 , 600 
AION Gi ci herr i a $3, 409 , 934 $3 , 985, 760 $4 , 205, 500 

Net Working Capital............ $1,484,560 $1,565,517 $1, 602,102 
Cure nveliClhvOnneyn oes ne 4.10 2.58 BOS 
Tangible Net Worth............. $2,930,516 $2,994,190 $3 , 002 , 339 
INEtE Sales ic te Aen .. $3,834,615 $4,036, 726 $4,395,546 
INGteRro titi tyes tee ot epee 308, 792 205,131 133,106 
TERUG (ETO hg a Ae a et 124,957 141,457 124,957 


expansion in one item, the inventory. With the increase in current assets, 
the current liabilities, likewise, had to expand, less the retained net profits 
and less the amount of the earned depreciation on the fixed assets. In other 
words, the changes from year C to year B to year A in this particular case 
had been brought about largely by carrying a steadily increasing inven- 
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tory to take care of the increasing sales. The relationship between these 
two items gives the following interesting pictures for the 3 years: 


Year C Year B Year A 
ING ttsales Sy ty: bacc ones eee eater $3,834,615 $4,036, 726 $4,395,546 
IMVeTICOLY oni see oe ce nie eae 1,028,095 1,550, 213 2,025,006 
Ratio of Net Sales to Inventory........ Bell 2.6 F751 


The net sales increased from $3,834,615 for year C to $4,036,726 for 
year B, an increase of 5.2 per cent. Net sales then expanded to $4,395,546 
for year A, an increase of 14.6 per cent over the net sales for year C. 

The inventory increased at a much more rapid rate. At the end of year 
C the inventory amounted to $1,028,095. By the end of year B, the in- 
ventory amounted to $1,550,213, representing an increase of 50.8 per cent. 
By the end of year A the inventory amounted to $2,025,006, an increase of 
96.9 per cent over year C. 

Because of the more rapid increase in the inventory, the ratio between 
the net sales and the inventory went downward steadily. At the end of 
year C,, this ratio was 3.7 times. At the end of year B it was 2.6 times, and 
at the end of year A only 2.1 times. 

Condensed Analysis. The figures as of the end of year C disclosed an all- 
round healthy condition. The ratio of current assets to current liabilities 
was 4.10 times and was high, well above most concerns in this line. The 
current liabilities amounted to $479,417 and represented only 16.3 per 
cent of the tangible net worth. The fixed assets represented 47.2 per cent 
of the tangible net worth and were just about average. The receivables 
and the inventory were likewise in satisfactory proportion. 

In one respect, however, the figures were open to real improvement. 
The net sales for the year amounted to $3,834,615 and were low. These 
sales were low from three relationships: with the tangible net worth, with 
the net working capital, and with the inventory. Net sales would have 
been more in line if the volume had ranged in the neighborhood of 
$5,000,000. 

In year B the net sales increased moderately, indicating that the active 
managerial staff was on the way to the objective of $5,000,000. All the 
proportions of the business remained in healthy shape, with this one ex- 
ception. The management apparently believed that the way to obtain the 
increased sales was to expand its products substantially so that customers 
would have wider choice, and consequently the inventory expanded from 
$1,028,095 to $1,550,213 and became excessive. The net sales of $5,000,000 
under proper inventory control could easily have been obtained on the 
inventory of $1,028,095 of year C. At the end of year B, the management 
now had two problems instead of one: to increase the net sales, and at the 
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same time to reduce what had become an excessive inventory during the 
year. 

As we have seen, the net sales increased to $4,395,546 in year A, on the 
way to that $5,000,000 mark but still quite far from it. The inventory, in- 
stead of being reduced, continued to expand to $2,025,006 and at that 
figure was almost one-half as large as the net sales, whereas the typical 
inventory in the industrial chemical field on the fiscal statement date is in 
the neighborhood of one-sixth of the annual net sales. The fixed assets 
continued in proportion, the receivables were in excellent shape with an 
average collection period of only 32 days, the current debt was not. exces- 
sive, but the inventory was out of all reasonable proportion. 

The problem of the analyst now became one of learning, if possible, by a 
skilled survey or by an explanation from the management, how the inven- 
tory was valued, to be sure that it had not been inflated in any way or that 
no part that had deteriorated was being carried at the full value of first- 
class merchandise. If any such program had been followed purposely or 
accidentally, the real value of the inventory was less than the stated 
amount, and the retained earnings likewise. In such a predicament, 
the analyst would need to adjust the inventory figure, retained 
earnings, and also the reported net profit downward to the extent of the 
revaluation. 

If no such situation existed, the analyst would be faced with an un- 
sound picture with an inventory twice as large as it should be at the end of 
year A for this particular business. Under these circumstances, a consider- 
able loss would materialize in the liquidation of slow-moving items in the 
inventory during any period of falling prices, a contingency that must 
always be anticipated. So, although this business is not in financial diffi- 
culty and headed for obvious bankruptcy, the situation is one which is 
open to improvement, and well worth the ingenuity of skilled capable 
management to earn more reasonable, let alone maximum, profits. 


TYPICAL RATIOS OF NET SALES TO INVENTORY 


Before excessive inventories are appreciably reduced, losses are often 
involved. If a business enterprise has both an excessive inventory and 
top-heavy liabilities, financial embarrassment is often the result before 
the inventory can be brought into line. Comparatively few managements, 
however, recognize an excessive inventory condition during its early stage 
because they have no measuring stick; they have no means of setting a 
definite figure that the inventory in their particular business should not 
exceed. Their individual experience has been inadequate to provide the 
answer. No management ever planned deliberately to build up an exces- 
sive inventory except for speculation. When the products or materials 
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which compose a heavy inventory were ordered, there was no expectation 
that the inventory would become excessive; it became so only in the 
course of time and in the light of conditions which later arose, or by 
failure to recognize the condition. Inventory problems are thus the 
results of human errors or mistakes in judgment. In this chapter one 
method of measuring the relative size of inventory, the ratio of net sales 
to inventory, has been discussed; in the following chapter a supplemen- 
tary measuring unit, the relationship of inventory to net working capital, 
will be taken up. 

The relationship between net sales and inventory may be increased in 
three ways: by maintaining net sales at a constant level with a decreasing 
inventory, by expanding net sales on the same inventory, and by increas- 
ing net sales and reducing the inventory simultaneously. All else being 
equal, turnover and net profits will increase slightly in the first situation, 
and more in the second and third situations. 

A business enterprise operating in a line of activity where the inventory 
has a high degree of price responsiveness, where the turnover of inventory 
is low, and where the inventory represents a high percentage of the net 
working capital is very much at the mercy of fluctuating prices. On the 
basis of first-in first-out cost, without making any inventory write-down, 
a period of rising prices will show exceedingly gratifying net profits. When 
the economic cycle enters its price-declining phase, the net profits, if there 
are any at all, will be exceedingly ungratifying. 

A second concern in the same line of business with a rapid turnover of 
inventory will enjoy prosperity on the upswing also, but will not suffer 
as much on the downswing. Moreover, as between two concerns with ap- 
proximately similar rates of turnover, the one with the largest investment 
in inventories will experience a far greater spread between the upgrade 
and downgrade movements than will the one with the smaller inventory. 
A rapid turnover of stock indicates sound controls and good financial 
management. The business with a quick turnover naturally ties up a 
smaller proportion of capital in inventory than does the concern whose 
turnover is slower. In some lines of business, however, profits are high 
even though turnover is slow. 

It must not be supposed that by merely increasing the turnover of in- 
ventory, net profits expand. It must be remembered that net profits are 
actually not earned until bills are paid, nor is a profit earned unless the 
cost of goods and all expenses of conducting the business have been more 
than covered by the price received. It is possible to speed up the turnover 
by selling merchandise at a low price. It is also possible to increase the 
turnover by intensive and extensive methods of selling. Obviously, there 
is in each business a point beyond which it is not financially profitable to 
attempt to secure a larger volume of net sales. Perhaps the surest and 
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easiest method of increasing turnover is to buy ‘‘light” and carry at all 
times only the amount of inventory absolutely necessary. 


Turnover of Inventory 


The turnover of inventory is a term meaning the ratio of cost of sales to the 
inventory. In a trading business, it is desirable to compare the cost of sales 
with the average merchandise throughout the year based upon monthly 
inventory figures. In a manufacturing business, the ratio is usually com- 
puted by dividing the cost of sales by the average monthly inventory. It 
is evident that even this computation is not altogether accurate since the 
average inventory may be composed of varying quantities of finished 
merchandise, goods in process, and raw material. The most exact step 
would be to compare the average monthly volume in units of inventory 
with the actual volume in units sold, whether or not in the original form. 
This would give a true comparison of physical quantities which would 
unmistakably show the turnover of goods. However, such figures are 
rarely available to the analyst. 

From the study of a balance sheet it is impossible to ascertain the aver- 
age value of inventory carried during the year unless the business is largely 
free from seasonal fluctuations, a situation which is rarely true. Often 
stock is taken and financial returns are made when the inventory is low, 
and hence the balance sheet figure may be somewhat misleading. Some- 
times a fair approximation may be arrived at by taking the mean of the 
high and low figures for the year, or by an average of the inventory at 
the beginning and the end of the year. These various methods of obtaining 
an inventory figure to compare with cost of sales are available to the 
operating management but rarely to the outside analyst. Even when no 
wholly accurate or absolute inventory figures are available, it is still very 
useful to compare the inventory reported in the annual balance sheet with 
the annual net sales. In this mauner, light may be thrown upon the com- 
parative conditions and policies of different establishments in the same 
industry. 

The table at the end of this chapter was obtained by dividing annual 
net sales by the inventory item appearing on the year-end balance sheet. 
Inventory is generally carried at the lower of cost or market, while net 
sales represent the value of merchandise sold during the period at selling 
prices, which includes the markup over cost. Consequently, this ratio is 
not actually a turnover such as would be obtained by dividing cost of sales 
by the inventory, or net sales by the aggregate selling price of the inven- 
tory. It is, however, a relationship that has become widely used over the 
years, as these two figures are more readily available to provide standard. 

When this ratio is high, it is evidence of the generally high quality of 
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the inventory and of the ability of the management to move its merchan- 
dise quickly. Conversely, when the ratio is low, the inclusion of slow- 
moving, possibly obsolete or shopworn items of questionable value may 
be suspected, and some doubt may be raised regarding the efficiency and 
merchandising ability of the management. 

It is extremely difficult to establish the full importance of a current 
act in its place, its respective niche, in history. Likewise it is difficult to 
orient a business in the current movements and trends of economic ac- 
tivity. When prices are falling, a rapid turnover of inventory is a matter 
of basic importance in restricting losses. When prices are rising, the turn- 
over of inventory and its size contribute much toward keeping a business 
in healthy condition. A heavy or an excessive inventory, purchased for a 
speculative profit, decreases the turnover. Changes in style, customs, 
needs, and new competitive products result in hazardous complications, 
particularly in those concerns where inventories are excessive and, at the 
same time, current liabilities are heavy. 

Schedule 35, on the following pages, gives the typical ratios of net sales 
to inventory for 63 lines of business activity—34 manufacturers, 18 whole- 
salers, and 11 retailers—each year for the five years from 1960 through 
1964 and a 5-year average for this spread of years. Of the 34 lines of 
manufacturing activity covered by this running study, bakers show the 
highest 5-year average ratio of net sales to inventory with 29.8 times, 
packers of meats and provisions are second with 27.9 times, and bottlers 
of soft drinks are third with 17.9 times. Manufacturers of ladies’ apparel 
such as dresses, coats, suits, and underwear from piece goods also show 
a relatively high relationship, as inventories in these lines invariably are 
at a low point of the year on the balance sheet date. Manufacturers of 
agricultural implements and machinery show the lowest 5-year average 
with 4.0 times, followed by canners of fruits and vegetables with 4.4 times, 
and manufacturers of knitted outerwear with 4.5 times. 

Of the 18 lines of wholesaling, wholesalers of meat and meat products 
have the highest 5-year average with 41.8 times, wholesalers of fresh 
fruits and produce are second with 38.8 times, and wholesale distributors 
of cigars, cigarettes, and tobacco are third with 21.5 times. The lowest 
ratio among the wholesale trades is contributed by wholesalers of hard- 
ware with 4.4 times. 

The 5-year average ratios among the retailers range from a high of 
15.7 times of the grocery and meat stores to a low of 3.6 times by retailers 
of men’s and boys’ clothing, and retail furniture stores. 


Maxim 


Heavy or excessive inventories are to be avoided just as much as over- 
investment in fixed assets and large liabilities. Constant attention to these 
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[Schedule 35] 


Number of Times 


Lines of Business Activity Median 
1960 | 1961 | 1962 | 1963 | 1964 
MANUFACTURERS 
Agricultural Implements and Ma- 

ChIMery: 3... a1. 3.6 3.9 358 || 458 4.1 
Airplane Parts and ‘Accessories, . 4.6 5.3 6.6 Dol 6.6 
Automobile Parts and Accessories. . 5.8 ond Hoe 6.6 5.8 
ISARCTSMe ews corte. Ber el ee, Fs. ROS || SOS Bil 83 || Pee ire es 
Bedsprings and Mattresses........... Si 8.0 7.8 6.9 7.8 
Bodies, Auto, Bus, and Truck........ 7.2 5.5 Ue 6.5 6.3 
Bolts, Screws, Nuts, and Nails.......]| 6.6 Oo 6.3 | 10.4 8.2 
BREWERIES Mts. Alem ol. 5 Macy Sms. Vea) | TAS 5) 16208 14 et5-8 
Chemicals; Industrial;.............. ull aoe |! Gaz see THaS 
Coats and Suits, Men’s and Boys’....| 5.9 528 | Gi |) S23 | b.O 
Cons amcl Sinus, WOUNGTS, .saseceomel) HUNG) TB) Oe eh a0) 28 
Confectionery...... 0 ae aac Rete 8.2 8.6 8.8 9.0 
Cotton Cloth Mills Me tu dds Reh 5.9 | 4.9 50 | S.0) if By 
Dresses, Rayon, Silk, and Acetate Woy Ik | TE |) US) | eB | TOS 
DU Semen Orchestre a the shcce's Bee « 5.6 4.9 6.5 5.8 6.3 
Electrical Parts and Supplies......... SAO Ze | Gas | Ge |) wz 
Foundries, Iron and Steel............| 8.3 | 10.5 | 10.7 | 14.8 9.8 
Fruits and Vegetables, Canners...... 4.1 Behl Deg 5.9 5.9 
ID WU AUTATIVES «Oy 0 Ge baxeree re ae eRe 5.3 5.9 5.5 ae UE 
Hardware ancduhOols:. ana aie csier|| Os0 4.4 4.6 eal 4.3 
EVO SCI geeee eee re Were es ee catia os 5. 5.6 oes || Wa 5.5 
LAUT OA, 4S eo eee eed eee eee ee bel 5.1 5.6 (7 6.1 
Machine Shops. . Se Ee ce 6.5 8.3 | 14.8 | 10.6 
Meats and Provisions, ‘Packers Sota PH D2 NW OAS Gy |) PIA! | BO. || Sr. 
Mietale Sbamiplne Sem meets ete ace ey ease: 6.8 8.0 8.7 9.9 8.7 
Ouberweanwmhenittedites a. sen. ere nes ea SHOR eon LORS: 9.5 
Overalls and Work Clothing.........| 4.2 4.4] 4.3 55.2) 4.5 
Paints, Varnishes, and Lacquers...... 8.3 8.0 6.3 GS ae 
Jat Natt ome ops eae aero eR ao Oren ace ee eel 7.3 atl 7.4 7.6 
Papers BbOxesree cee a Gates seecc thos 8.8 Bo) || 1G). 9.4 9.1 
Shirts, pneceesy and Pajamas, 

Men’s.. Pes Bi Pel lee Pesto: 6.3 4.8 5.1 He 
Shoes, Men’ s, "Women’s S, “and Chil- 

CURES han il Se 2 ona ies Se eee oe 4.8 5.0 5.9 @ sil 6.1 
Sott, OrinkepBottlersa ae ssees we: WS | Petey |) ee |) ee lh ale 
Structural Iron and Steel, Fabricators.| 7.3 6.4 1.5 7.8 6.3 


Five- 


Year 
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Average 


three items is of the utmost importance in the continuous successful oper- 
ation of every commercial and industrial business enterprise. The same 
yearly depreciation charges must be taken when a plant is operating at 
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[Schedule 35 (Cont.)] Ratios or Net Saues To INvENTORY (Continued) 


Number of Times 


Lines of Business Activity Median rive: 
Year 
1960 | 1961 | 1962 | 1963 | 1964 | *VT#8e 
WHOLESALERS 

Automobile Parts and Accessories....| 4.7 a 4.8 D2 5.0 4.9 
Cigars, Cigarettes, and Tobacco...... 930) 5S || POY || PS55) |) LOB ||) 22 © Pall) 
Contectionenyin een eee Fo O14 Sa AN Se Pe Ole | ieee 12.9 
Drugs and Drug Sundries........... 6.4 6.3 6.8 6.2 6.4 6.4 
DnyaGood Sty re. Sere eee ee 55) 5.6 5.8 6.8 6.6 Gel 
Electrical Parts and Supplies......... Gad | CAO AsO | “sO |) “77 7.2 
Bruns ands Produce; Hresh).4.9.. a90e. (POL ale) 27ec | een te (om ae Ong 38.8 

Gasoline, Fuel Oil, and Lubricating 
COs oe eee ute A cet My oe Ss a ee 18.0 | 18.9 | 24.5 | 19.8 | 17.6 19.8 
CTOCET LES Nets Shireen ce Peak eee Tah Sool) OE RS ae pala ed |] alike Lies 
I ardWware dt: tees tok, ee eee 3.9 4.2 4.3 4.9 4.9 4.4 
Household Appliances, Electrical..... Gil 6.7 OY 6.3 6.6 6.6 
Lumber and Building Materials......}| 7.0 a all 6.1 8.2 6.9 Gall 
Meat and Meat Products............| 34.3 | 42.9 | 44.5 | 39.1 | 46.6 41.8 
Paints, Varnishes, and Lacquers...... 4.7 5.1 4.8 5.3 DRO 5.1 
PAD Ele eekee ch ee ee, Cee ee, 2 {ff 8.0 7.9 7.6 1.3 eS 
Plumbing and Heating Supplies......| 5.4 On 5.0 5.8 Ona 5.4 

Shoes, Men’s, Women’s, and Chil- 
ATED See eRe y oe eee AG cree 5.9 6.6 8 5.3 5.9 9 
Wamnlestandalaquorss ayer reer EON LO ( \\ iese@) |) 11.4 

RETAILERS 

Clothing, Men’s and Boys’.......... 3.6 3.6 3.7 3.4 3.7 3.6 
Clothing, Men’s and Women’s....... 4.1 oma 4.1 4.1 3.8 4.0 
Depantmenti stores eek. oe off 5.3 5.2 5.4 5.4 5.4 
Discount) Storessey ee ae ee 5 3. tel eer 5.8 5.9 6.1 5.9 
HUEDIS HID gS eNLCH.S ae ne ee ml 4.2 3.9 3.4 3.4 3.6 
UIEDIGUTE Meeeee 0 te eee eee ee 4.7 4.5 4.9 4.8 4.7 
Groceries and-Meats................ 14.5 | 14.2 | 14.7 | 16.6 | 18.6 sy Cf 
lard Ware wen nee ke ek te ee 3.4 3.3 3.4 3.9 3.4 MO 
Lumber and Building Materials......} 4.9 Onl 4.9 4.9 4.9 4.9 
SHO CSS Meese Wonk. ts ce eeaea 4.2 3.9 3.6 Bll 3.5 3.7 
Women’s Specialty Shops............ 6.3 6.2 6.2 6.2 Grell 6.2 


25 per cent capacity as at 100 per cent, and the same interest charges 
must be paid on funded obligations in a depression as in good times. A 
heavy or excessive inventory likewise is a drag upon the business con- 
cern and results in heavy losses due to obsolescence, changes in style, 
perishability, and constant price fluctuations. 


NET SALES TO INVENTORY Sol 


Even though several of the ratios that have been described in earlier 

chapters vary widely for different divisions of industry and commerce, it 

has been possible to supplement the relationships for particular divisions 
with broad over-all standards. No such maxim, however, can be formu- 
lated for the ratio of net sales to inventory. Standards for each division of 
manufacturing and trade are essential as separate and distinct bases. 
Where they are not available, the similarity of a line of activity with some 
other line for which this particular ratio has been studied over the years 
may be used. Naturally, any ratio higher than the individual yearly 
medians and the 5-year average given in Schedule 35 would represent a 
better showing. 

The interquartile range of ratios quoted in the Appendix gives the more 
desirable upper-quartile ratios of net sales to inventory in contrast to the 
median. This schedule also shows the less desirable lower-quartile rela- 
tionship between net sales and inventory. 


THEORY AND PROBLEMS 


1. What are the chief reasons why certain businesses have adopted for the valuation 
of inventory the so-called ‘‘last-in first-out’? method? 


2. State clearly the information you would expect to obtain from the ratio of net 
sales to inventory. 


3. You are an accountant. One of your clients requests information about the retail 
method of valuing inventory: (a) what it is, (b) what advantages, if any, it has over 
his practice of inventorying at cost or market, and (c) whether it will facilitate the 
preparation of income tax returns. What information would you give concerning 
each of these three points? 


4. Of each of the following inventory cost determination methods, (a) describe the 
principal features; (b) give at least one situation, business, or industry in which it is 
used to advantage and considered good accounting practice; and (c) give the 
reason for its selection in each case: 


Retail method 

Using a constant price for so-called “‘normal’’ quantity of materials or goods in 
stock (base stock method) 

Last-in first-out 

First-in first-out 

Average cost 

Standard costs 


5. The Wholesale Paper Company has been in existence many years in a Southern 
city. Audited balance sheets and income statements have been submitted yearly 
to a mercantile agency. The principal creditor ordered a mercantile agency credit 
report. In that report the audited figures for the last 3 years had been set up in 
comparative columns as shown. Assume that you are the credit manager of the 
paper manufacturing company that is the principal creditor. From these compara- 
tive figures compute the ratio of net sales to inventory for each of the 3 years and 
give your interpretation of each ratio. 
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WHOLESALE PAPER COMPANY 
Comparative Figures for Years Ended December 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
Cash eens ne ede ty aarti ee $ 3,201 $ 1,726 $ 2,578 
INCU IRC: oat aca de cae baat 50, 242 50,217 55,028 
IimnventOnyiranc cette 1 oe eer ea 67,008 __ 58,634 68,071 
Current Assets $120,451 $110,577 $125,677 
SEISe CUPA'SSO USING Lake na amen eter eer 1,918 1,586 2,118 
IMDROIE TACOS IRSRONINES: occ ncacccen Qoncacua eesndess 4,858 
IDG DOSILS Hee ene) te ares 4) z 23 22 
MODAL Racree. ae ree chee Meee $122 , 389 $112, 186 $132,675 
LIABILITIES 

INGvesslay.ablent ola Keweeyart sierra $ 13,500 $ 7,500 $ 15,000 
MoansuvayvablesOtheraens ence acres 10,920 16,943 16,609 
INGO MUN GS IANA hag ein 6 oh oe 0 pind Os __ 31,206 16,700 29,114 
Gurrent Inabilities... 92 1 2 soe eee $ 55,626 $ 41,148 $ 60,723 
C@ommonkotoc kee wee tee ae 50, 000 50,000 50, 000 
SUEDIUS saan Srey eee eer vae cee ir ear 16,763 21,043 __ 21,952 
SL ODA Ae deena ty ak Rae ae ee $122 , 389 $112,186 $132,675 

Net WiorkinguC apd sehen ed eee OL O20 $ 69,434 $ 64,954 
COUT. C TILL OSE a ree ee ees Dae 2.68 2.07 
TO NTINO INGA ORIOR 6.5 oe Oo eA OR OAS $ 66,763 $ 71,043 $ 71,952 
Dalest pcre: 2 rene nite ian: 4 aM Von . $197,766 $282 ,051 $287 , 023 
INGUEET OUS2 reer tic MNO er ccna iy ee et 3,642 4,280 909 


Divi dendsse st. ets eee one rite he eet ea None None None 


6. The audited balance sheet of the Auto Accessories Manufacturing Corp. as of De- 
cember 31, 19—, is given below. For the fiscal year net sales aggregated $2,661,580. 
Post the figures on a columnar sheet of paper computing accurately (a) net working 
capital, (b) tangible net worth, (c) current ratio, (d) ratio of current liabilities to 
tangible net worth, (e) ratio of fixed assets to tangible net worth, and (f) ratio of 
net sales to inventory. Then give your interpretation of each of these ratios for a 
manufacturer of automobile parts and accessories. 


Auto Accrssor1eES MANUFACTURING CorP. 
Balance Sheet, December 31, 19— 


ASSETS 
Current Assets 

Cashvonrdeposticandson, ban Cece ease nee ane $ 579,606 
Accounts receivable—trade debtors......... $ 462,989 
Less: Reserve for doubtful accounts......... SLs 431,271 
Other recéivabless nice, coe Ae eee a ee eee en 6,477 
Inventories—at standard costs 

Raw. miaterialsiee a... See Ret oe Pee, $ 53,990 

Work in process and finished parts....... 280, 214 

Fimished merchandise. ..92 ae ener ieeeee 662 , 362 996, 566 


Yotal:CurrentzAssetsit..ce:< 0 | eee ete ene ae $2,013,920 
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Auto Accessories Manuracturina Corp. (Continued) 
Slow and Inactive Receivables 
Sundry receivablessand claims eee access le $ 35,151 
Less: Reserve for doubtful accounts.................... 27 , 853 


Slow and Inactive Receivables—Net................. 
Fixed Assets 


LESAN Vo sc aN uc UO eB Re CC IA tT $ 69,833 
Buildings and fixed equipment............. $ 292,730 
Machinery, equipment, and tools........... 394 , 250 
Dies, jigs, fixtures, and gauges............. 308 , 227 
Office furniture and equipment............. 61 ,093 
$1 ,056 ,300 

Less: Reserve for depreciation.............. 567 ,018 489 , 282 

Construction work in progress.....................-.. 2,815 
INe bal xed PA Ssetsnmanrrmicr: ater yes Gas ots he adnan sauces eo 

Patents 
Issued patents and applications....................... $ 316,223 
Hess eeselVenOlamortizauonererr tte eee ee ee 227 , 368 


INGER ACCTLUS ane Wenn eee we etre. etek, le Saha ae 
Deferred Expenses 
Prepaid insurance and taxes, factory supplies, etc....... 


LIABILITIES, CAPITAL, AND SURPLUS 
Current Liabilities 


Accounts payable—trade creditors..................... $ 27,449 
Brovision tore ederallincomestaxes. +o ce oe oe 90 ,596 
Accrued wages and commissions....................... 65 ,927 
patentapuncnasesOulractune eerie facie ee ean ae oa re 9,900 
Othermaccrualsandspayableseecescss. vanes ee oe rere 44 353 


ovale urrenteliabiliticswere ane es eee oe 
Recsenver or, Contingenciesma ares 6 1 i eee ee 
Capital and Surplus 
Preferred stock 
5% cumulative, $10 par; 25,000 shares authorized 


Igsied! sama mete es 24 ,900.0 shares 
Held in treasury....... 3.9 shares 
Outstanding........... 24,896.1 shares 
Statedsvalicutes ris aac ek eh otha O. aes $ 249,000 


Common stock 
$5 par; 300,000 shares authorized 
ligsiiee ise oe 232 ,378.0 shares 
Held in treasury....... 5,735.6 shares 
Outstandingser eee 226 ,642.4 shares 
Statedsval Wer tae fe cae ees se tions aut aunt cecatene 1,161,890 


hoteles taveds Caypl tall umer meme neta nite twee $1,410,890 
Surplus 

Reducvionisur plus qe rns ae ee ee $173 , 395 

Ibaid-intsunpl use ee eet eee ee eet ore 0S 1000 

etamedkeannin cassie rer eer iome ore ere 270 ,316 

Motalasunpluseeiets a8 cosa acre eer ce ee ee 852,311 


Totale@ apical AN SUP DUS. 5 occ Aes Suckers sacs lots cece 
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7,298 


$ 561,930 


88,855 


31,495 
$2,703,498 


$ 238,225 
202 ,072 


2,263,201 
$2,703 , 498 


CHAPTER XII 


Inventory to Net Working Capital 


The fundamental theory of the business enterprise is based upon the 
conception and the performance of a service. The performance of a service 
was the major characteristic in the early European economic history when 
Rome, Venice, Amsterdam, and then London became successively the 
trading centers for the merchandise of the world. Business then was almost 
synonymous with commercial activity. Service included the taking of a 
large monetary risk. Water transportation was the only business activity 
that involved a material investment, and because of the nature of the 
times, shipping in small vessels was a most precarious undertaking, com- 
parable today only with agriculture, which depends so greatly upon the 
whims of nature—storms, sun, rain, hail, snow, and frost. The early 
European businessman, under these circumstances, was more of a specu- 
Jator and took a far greater risk of pecuniary loss or gain than the whole- 
saler and the retailer of today. 

In this country before the Civil War, it was the custom of retail mer- 
chants, outside the principal cities in the South and in the West, to ob- 
tain credit from their suppliers for a period long enough to provide for the 
complete turnover of their merchandise and the actual cash liquidation 
from the proceeds of local crops. The usual terms were 6 and 8 months and 
only one or two liquidations were expected each year.! Under this system, 
the wholesaler virtually acted as the banker for the retailer; banks were 
relatively few? and as a general rule extended credit only against security 
or two-name trade or accommodation paper. 

The retailer rarely had wide credit in his own name. Generally he estab- 
lished relations with a limited number of wholesalers who acquired inti- 
mate knowledge of his character, personality, ability, financial responsi- 
bility, and outlook from season to season. Under this early nineteenth 
century system of commercial operation which now seems so unique, no 
large turnover of inventory was obtained by either the city wholesaler or 


' For a discussion of early terms of sale in the United States, see Chaps. IV and V 
of The Sinews of American Commerce by Roy A. Foulke (Dun & Bradstreet, Inc., 
New York, 1941). 

>In 1830 there were 329, in 1840, 901, and in 1850, 824 commercial banks in the 
United States.—Report of the Comptroller of the Currency, Vol. II, pp. 846-847, 1920. 
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the city or country retailer. Competition was limited, profits were liberal, 
and merchandise was largely staple goods, whether dry goods, leather, 
hardware, or groceries. Fashion and perishability had still to become fac- 
tors in merchandising. 

Then came the Civil War, bringing in its train unprecedented changes 
in the methods of transacting everyday business. Both manufacturers and 
wholesalers gradually cut their terms to 30 days. Later, as railroads opened 
up new territories, as telegraph lines were laid, as steamboat transporta- 
tion improved, and as better roads were constructed, revolutionary 
changes in buying methods took place. Where the retailer had formerly 
visited the wholesaler and purchased the exact merchandise he wanted at 
a warehouse, now salesmen began to visit him with samples and to guar- 
antee quality, style, appearance, and performance. 

The manufacturer, importer, and wholesaler were brought closer to the 
market; fashion and style became so increasingly important that mer- 
chandise left over at the end of one season depreciated greatly in value and 
often was worth little at the beginning of the next season. Mail-order 
houses and national chains came into existence. Retailers increased the 
variety of their stocks and carried smaller amounts of each number as 
orders could readily be placed and merchandise could readily be obtained 
on short notice. Extensive national advertising programs in newspapers 
and magazines, and on radio and television, arranged by advertising 
agencies, became the vogue. More emphasis was placed upon having the 
right merchandise to please old customers and to draw new ones. 

The measures of successful merchandising now became the turnover of 
merchandise and the resulting net profits. A business enterprise that ob- 
tained six turnovers per annum, on the same or even a slightly lower 
markup, and with the same capital as a competitor that obtained only 
four, had the better merchandising policies and earned the greater net 
profits. Skill in merchandising became a specialized field of business 
acumen, recognized particularly by department stores, chain stores, 
manufacturers of consumer goods, and graduate schools of business 
administration. 


RESPONSIBILITY FOR INVENTORY VALUATION 


Along with the development of the theory of merchandise turnover 
came a wider realization of the importance of the valuation of inventory 
because of the effect upon turnover as well as the effect upon the deter- 
mination of the amount of net profit or loss. The predominating practice 
among accountants continued to be that of accepting the certificate of 
the management as to the valuation of inventory, subject to the verifica- 
tion of the clerical accuracy of the figures. 
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A feeling gradually developed among progressive accountants, how- 
ever, that while responsible employees of a business enterprise should 
continue to take the inventory, they should take it under the direction 
of the accountant, who should set up the routine and supervise the actual 
job. Under this practice the management would continue to certify to 
the accuracy of the inventory as they had been doing. This procedure 
gave the accountant more responsibility and naturally added to his confi- 
dence in the final figure of the inventory, which was so important for the 
accurate presentation of the balance sheet and the income statement.* 

This entire problem broke open with widespread discussion upon the 
discovery of the fraudulent inventory figures used in the financial state- 
ments of McKesson & Robbins, Inc., over the years through 1937. The 
Securities and Exchange Commission summarized the gradual but by no 
means radical change in the point of view of the accounting profession 
toward the verification of inventories: ‘‘We find that a substantial differ- 
ence of opinion existed among accountants during this time as to the 
extent of the auditor’s duties and responsibilities in connection with 
physical verification of quantities, quality, and condition.”’ The account- 
ing firm that audited for McKesson & Robbins, Inc., “in common with 
a substantial portion of the profession, took the position that the verifi- 
cation of quantities, quality, and condition of inventories should be con- 
fined to the records. There was, however, a substantial body of equally 
authoritative opinion which supported the view, which we endorse, that 
auditors should gain physical contact with the inventory either by test 
counts, by observation of the inventory taking, or by a combination of 
these methods. Meticulous verification of the inventory was not needed 
in this case to discover the fraud. . . . We commend the action of the 
profession in subsequently adopting, as normal, procedures requiring 
physical contact with clients’ inventories.’ Twenty-five years later the 
lack of inventory in the famous salad oil scandal of the Allied Crude 
Vegetable Oil Refining Corporation again provoked discussion on this 
subject. 

A smaller group of accountants have maintained that the nonverifi- 
cation of inventories by accountants constitutes a lax point in auditing 
procedure, and they contend that it is highly desirable for them to assume 
full responsibility for inventory verification in a direct and unequivocal 
manner.® 


* An interesting description of the accountant’s part in the taking of inventory is 
discussed extensively and practically by the 12 experts, all well-known members of 
representative firms of practicing accountants, in the volume of 638 pages entitled 
Testimony of Experts in the Matter of McKesson & Robbins, Inc. (Securities and 
lxchange Commission, 1939). 

‘ Report on Investigation in the Matter of McKesson & Robbins, Inc., p. 12 (Securities 
and Exchange Commission, 1940). 


5 This subject is discussed in a survey undertaken by Roy A. Foulke and summarized 
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SERVICE ELEMENT IN MODERN BUSINESS 


When a manufacturing concern sells its products, it receives payment 
for turning raw material into a finished product, for taking a risk in 
judging the need and the style that will be demanded by the market when 
the product is finished, and for keeping a stock of merchandise, often with 
a wide range of sizes, styles, colors, and grades, available until such time 
as particular products are needed or are in demand by customers. A whole- 
saler receives payment for distributing merchandise between the manu- 
facturer and the retailer, which involves keeping an inventory on hand 
and judging future demands; the retailer for having merchandise available 
and distributing it to the consumer, which also involves the risk of keeping 
the right inventory on the shelves. 

The net profit for the performance of these services is rarely large or 
abnormal. Competition tends to keep such profit within reasonable 
limits. However, the profit from a single speculative transaction, or from 
a series of speculative transactions, may at times be immense. It is be- 
cause of the possibility of unusual profits that speculative excesses so often 
reach tragic heights. This is also the reason why business enterprises some- 
times carry top-heavy inventories. It should be remembered, however, 
that the possibility of loss is at least slightly greater than the possibility 
of profit in most speculative operations. 

The business enterprise that is unusually successful, year after year, is 
the one that performs its fundamental services in a manner superior to 
competition in its field. It is the concern whose management is able to 
discern general economic trends, anticipate the changing needs of cus- 
tomers, understand to a degree the forces affecting the market value of 
its primary commodities, and take advantage, somewhat earlier than 
others, of any unusual variations in prices. These are legitimate business 
functions, but they are qualifications only of managements of the highest 
order. It does not follow that indiscriminate speculation (that is, purchas- 
ing an excessive inventory in expectation of higher prices and conse- 
quently bringing about a strained financial condition characterized by 
heavy liabilities) should be carried on, as the risk involved is outside the 
legitimate field of the typical commercial and industrial business enter- 
prise. The value of inventory is particularly susceptible, it has been aptly 
said, “‘to changing price levels, fluctuations in business activity, varia- 
tions in consumer demand, obsolescence, depreciation, supersession, and 
all the other unpredictable factors that enter into the determination of 
marketing conditions.’’® 


in The Balance Sheet of the Future, pp. 25-31 (Dun & Bradstreet, Inc., New York, 
1941). : 

6 Grr, Epwarp F., The Evaluation of Receivables and Inventories, p. 135 (Bankers 
Publishing Company, Cambridge, Mass., 1943). 
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NEED FOR A SUPPLEMENTARY INVENTORY RELATIONSHIP 


The relationship between net sales and inventory, which was described 
in the preceding chapter, is between two variables, two items that often 
change considerably from one year to another. If both items increase in 
the same proportion, the ratio remains unchanged, and a situation may 
develop that may innocently lead to an unsound financial condition. 

A wholesaler of paper, for example, handled an annual volume of busi- 
ness in year C of $1,309,006 on an ending inventory of $184,367, giving a 
ratio of net sales to inventory of 7.1 times. A ratio of 7.1 times is quite 
good for wholesalers of paper. In year B, the net sales jumped to $2,290,- 
240 and the ending inventory amounted to $322,569, giving the same ratio 
of 7.1 times. By maintaining this ratio, the president of the corporation 
felt he was keeping in line with the typical concerns in his division of busi- 
ness. In year A, net sales expanded to $3,084,750 and the inventory at the 
end of the year amounted to $434,472. Again the ratio of net sales to 
inventory was 7.1 times. This 3-year comparison is as follows: 


Year C Year B Year A 
INetiSales®. 45 eet rc: de ee $1,309 , 006 $2, 290, 240 $3 , 084, 750 
ny CNC Orso a wanes eee ler eee 184, 367 322 , 569 434,472 
Ratio of Net Sales to Inventory........ Gell otk lel 


It is quite apparent that the management of this business realized the 
importance of the turnover of inventory, so much so that it made every 
effort to keep this ratio as stable as possible and in no case to allow it to 
fall below the typical ratio for wholesalers of paper. This point of view 
was admirable, but it certainly needed tempering. It is quite obvious that 
if this single ratio were followed implicitly, both the net sales and the end- 
ing inventory would remain in line, provided they both continued to in- 
crease at the same rate. It is also perfectly obvious that, somewhere in 
this upward trend of net sales and inventory, the inventory would become 
excessive for the size of the business, perhaps at $200,000, maybe $300,- 
000, or possibly at $500,000. If the inventory were excessive, any sudden 
drop in inventory values would involve losses; if the inventory were very 
excessive, it could result in bankruptcy. Where is the danger point, and 
how may it be discerned? 

At the end of year C, this concern was operating on a tangible net worth 
of $265,516 and on a net working capital of $244,106. At the end of year B, 
the tangible net worth amounted to $276,692 and the net working capital 
to $252,121. At the end of year A, the tangible net worth had increased to 
$291,426 and the net working capital to $258,762. By correlating these 
figures for the 3 years with the respective ending inventory, we obtain the 


INVENTORY TO NET WORKING CAPITAL 839 


following running picture: 


7 Year C Year B Year A 
PanciblesNetsiorthaee etree en eee. $265,516 $276 ,692 $291 , 426 
INetuWorkinp: Capital ieese..2). dees sc cela. 244,106 252,121 258, 762 
MTViEM COM este eSicaret eats sg on Situs oa Sues 184,367 322,569 434,472 


For year C' with net sales of $1,309,006, this enterprise was turning its 
tangible net worth 4.93 times, its net working capital 5.36 times, and the 
ratio of net sales to inventory, as we have seen, was 7.1 times. The ratio of 
net sales to tangible net worth was close to par, the ratio of net sales to net 
working capital was a little low, and the ratio of net sales to the ending 
inventory a trifle low. The management of this corporation was composed 
of aggressive young men, all of whom had come up through the sales end 
of competing concerns and who had organized this enterprise on their 
ability to get sales. They got the sales. There was no mistake about that. 

As the net sales expanded, the inventory went up. Since the president 
was following the guide of net sales to inventory, he felt that everything 
was shipshape because that single ratio was in line. As the net sales ex- 
panded, the receivables also went up. With the increase in inventory and 
in receivables, the current liabilities likewise had to expand. At the end of 
year B and at the end of year A, the current liabilities were excessive, very 
excessive, in comparison with either the current assets or the tangible 
net worth. 


Ratio of Inventory to Net Working Capital 


The ratio of net sales to inventory must be supplemented by the ratio of 
inventory to net working capital to prevent situations just like this one 
from arising. The relationship between the inventory and the net working 
capital is between one variable, the inventory, and one item that generally 
changes very moderately from one year to another, the net working capi- 
tal, so that here is a relatively fixed basis for comparison which has un- 
usual significance. 

In this case of the wholesaler of paper, the ending inventory should not 
have been allowed to exceed appreciably three-quarters of the net working 
capital. This proportion existed in year C at the same time that the ratio 
of net sales to inventory of 7.1 times was reasonably in line. In year B, as 
the net sales increased, the objective of the management should not have 
been to have the inventory equal 1/7.1 of the net sales, but to have it no 
more than three-quarters of the net working capital. An inventory equal 
to no more than three-quarters of the net working capital would have 
meant a much higher ratio of net sales to the closing inventory. In other 
words, for every line of business there is a normal volume of sales in rela- 
tion to net working capital, and a normal relationship of net sales to in- 
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ventory. When, however, a concern begins to handle a greater volume of 
business than might be considered normal, then those greater sales must 
be obtained on a proportionately smaller inventory; the size of the inven- 
tory must bear a certain definite relationship to the net working capital. 

The reason for this supplementary relationship is very sound. Suppose 
there were a sudden drop of 50 per cent in the wholesale value of paper. 
During any such period, sales would decrease rapidly, but purchase com- 
mitments which had been placed with mills would be accepted as the 
paper was delivered. The wholesaler would be faced with increasing in- 
ventories on decreasing sales and with falling prices. This situation is no 
figment of the imagination. It is exactly what enterprises face continu- 
ously, although at certain phases of the economic cycle the situation is 
spread through more industries, with more rapidly falling prices, than at 
other times. Let us forget about the fact that inventories would increase 
during such a period and see what would happen in theory to the whole- 
saler of paper if the value of the inventory should shrink 50 per cent. We 
would then have the following situations: 


Year C Year B Year A 
Net Working Capitalees... ceo eee eae $244, 106 $252,121 $258 , 762 
hy CNtoryicg cn, yet ee 8 eee a ee 184,367 322 , 569 434,472 
Loss with 50 Per Cent Drop in Inventory Value 92,183 161 , 284 217 , 236 


In these hypothetical situations, the loss of the inventory at the end of 
year C would be $92,183, at the end of year B $161,284, and at the end of 
year A $217,236. The loss naturally increases in proportion to the size of 
the inventory. Now, let us relate these respective losses to the respective 


amounts of net working capital and see the result. \ 

; y Year C Year B Year A 
Net Working Canitalenadicta ia ie ee eee $244,106 $252,121 $258 , 762 
Loss with 50 Per Cent Drop in Inventory Value 92,183 161,284 217,236 
finalsNet Working Capitaliuncs-1 6s eee $151 , 923 $ 90,837 $ 41,526 


In year C, the resulting net working capital after the inventory loss of 
$92,183 would have been $151,923. In year B, the resulting net working 
capital after the inventory loss of $161,284 would have been $90,837, and 
in year A the final net working capital would have been only $41,526. In 
other words, the larger the inventory, the larger the loss taken during a 
period of falling prices and the greater the inroad on net working capital. 
The only managements that would allow an inventory to reach the pro- 
portions described in this case would be those who were misguided, who 
were ignorant of sound finance, or who were speculating in inventory for a 
rise. Some definite, fairly fixed relationship is desirable between the net 
working capital and the inventory. 

Price fluctuations are familiar phenomena to businessmen, all of whom 
recognize price oscillations as a profit factor, serving at times to expand 
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profits and at other times constituting a source of major loss. That was 
the sole reason for the development of average cost, last-in first-out, and 
base stock methods of valuing inventory. Nevertheless, the large part that 
fluctuating prices play as a daily factor in total profits is not so widely 
recognized as it should be, for the simple reason that the amount of profit 
that can be directly traced to price changes is rarely determinable. 

Overbuying of merchandise is one of the worst evils that can befall a 
business enterprise. Yet each year thousands of business concerns are 
ruined by such a policy. Some managements are utterly unable to resist 
what seems to be a bargain, although the common testimony of successful 
businessmen is to the effect that bargains rarely exist in raw materials to 
such a degree that a concern in normal times is warranted in locking up its 
capital in excess inventory. The more effective and the only sure way to 
save money in buying is to purchase reasonable quantities under the 
most favorable market conditions. It never pays to load up with excess 
quantities. 


ILLUSTRATIONS OF RELATIONSHIPS 


These principles are illustrated in the operations of three different busi- 
ness enterprises, a cotton goods converter, a corporation operating a chain 
of retail drugstores, and a canner of fruits and vegetables. 


Cotton Goods Converter 


Cotton goods converters have no mills. Their headquarters are located in 
important textile markets such as New York City; their investments in 
fixed assets represent only furniture and fixtures in their offices and so are 
always small in relation to the tangible net worth. Operations consist in 
buying grey goods direct from cotton mills or in the open market, creating 
the designs to be printed on the grey goods in colors, called “‘fancies,” and 
having the fabrics dyed in single colors, generally called “staples,” unless 
the shades are unusual and delicate. 

This work of printing and dyeing is handled for the converter by textile 
mills known as “finishers,” which have extensive machinery and equip- 
ment for finishing the grey goods according to the specific instructions of 
each converter. Converters have built up large annual sales by handling 
that portion of the cotton textile industry concerned with styling, a part of 
the industry that previously had been handled by the weaving mills on 
their own account and that they still handle to a moderate extent. As a 
result of this method of operation, converters handle a far greater volume 
of sales on their tangible net worth than do weaving mills. 
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The Cotton Goods Converting Company has been in existence 12 years, 
having operated continuously as a partnership with the same three part- 
ners. Sales are made largely to the dress trade on the typical terms of 2 
per cent 10 days, 60 days extra. At the present time the concern has 260 
active accounts on its books. Comparative figures for the last three fiscal 
years appear in Schedule 36. 


[Schedule 36] Cotron Goops CoNVERTING COMPANY 
Comparative Figures for Years Ended July 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
Casher mer creme ees et eee $ 25,567 $ 24,337 $ 11,828 
INotesmReceiyabletises. see heme 6,201 16,102 488 
Accounts Receivable.................. 64,601 PALO a 215,223 
Inventor yin ene nie ee ee 85 , 623 77,506 195,833 
CUTLENLEASSCLS en RPO ETS tk Me $181 , 992 $238 , 956 $423 , 372 
Furniture and Fixtures, Net........... 3,968 5,675 7,414 
Miscellaneous Receivables............. 2a 469 13,654 
Rrepardelixpenses yee ee tener 404 751 1,275 
ROTATS aor ioren pee hat oss Se rate era $188,515 $245 , 851 $445,715 
LIABILITIES 

INotessRayable-towBankyeewm: - len setae pares bem, 6 $ 50,000 
IDWescosPartaers warren erste ene 7,000 5,690 19,192 
Accounts bavables.. ote. aes eee 91,335 129,787 240,889 
INCCLUAIST Me Pee et Eee 6,251 7,145 13,449 
VESErV.er OTE LAX CS io Cab waste cl panto ene ce CR oe oct ee, ___ 8,257 
CuUrrentel LODICSiea a yal een ee ee $104, 586 $142 , 622 $331, 787 
Pangivle Neg Worthy. S019. yt tee Ooo ao 103 , 229 113,928 
ROUNE eee, ene eens $188 ,515 $245, 851 $445,715 

Weta Workin guGapigla ne tay wetter $ 77,406 $ 96,334 $ 91,585 
SOT OBL TOD OR te ee Nine ene ae 1.74 1.67 1.28 
Pangible Net Worth... 2... +e. 83,929 $103 , 229 $113, 928 
INGtiSalesaryaets tires cae one ee $502 , 633 $522,184 $598 , 927 
INES] BOY 1 be ee Uy Corie Bg oe 16,944 24,300 20 , 699) 


WaGINGra Walsa. coe treme. a. ars tere ee 10,000 5,000 10,000) 


This enterprise has operated profitably every year since its inception. 
In those years when net profits were small, withdrawals were even smaller, 
so that the business has a record of continuous although at times rather 
moderate growth. For year C net profits were $6,944 in excess of with- 
drawals, for year B $19,300, and for year A $10,699. As a result of the re- 
tained earnings, the tangible net worth at the end of year C amounted to 
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$83,929, and at the end of year A to $113,928. The net working capital 
increased quite substantially from $77,406 to $96,334 between year C and 
year B, and then dropped to $91,585 in year A as a result of an increase in 
miscellaneous receivables from $469 to $13,654 and the moderate increase 
in furniture and fixtures from $5,675 to $7,414. 

These changes, however, were all of minor significance. Two other 
changes were of considerably more importance: the steady increase in the 
accounts receivable from $64,601 in year C, to $121,011 in year B, to 
$215,223 in year A, and almost as large an increase in the inventory from 
$85,623 in year C to $195,833 in year A, although a dip did take place in 
this item in year B. Because of the very substantial expansion in these 
two items, there was a concomitant expansion in the current liabilities 
from $104,586 to $142,622 to $331,787 over the 3-year period. 

Of these three items, the one that is of especial interest is the inventory. 
By relating this item to the net working capital we obtain the following 
yearly comparisons: 


Year C Year B Year A 


MV ENUOLY Macnee ene eee one ee eolan oe ope a $85 , 623 $77 , 506 $195, 833 
Net Working Capital....... eae? Oe a ee 77,406 96,334 91,585 
Ratio of Inventory to Net Working Capital..... 110.6% 80.4% 213.8% 


These relationships show some fluctuation. Between year C and year 
B, the net working capital expanded from $77,406 to $96,334. At the same 
time the inventory was reduced from $85,623 to $77,506. The trends of 
both items were in favorable directions, bringing about an improved rela- 
tionship from 110.6 per cent to 80.4 per cent. 

But between year B and year A affairs headed skyward with no real 
control at the helm. Both items turned in the wrong direction. The net 
working capital decreased from $96,334 to $91,585, or 4.9 per cent, and 
the inventory expanded from $77,506 to $195,833, or 152.7 per cent. Year 
A closed with the very extended relationship of 213.8 per cent between 
the closing inventory and the net working capital, a condition far out of 
line for a cotton goods converter. 

Condensed Analysis. The figures for year C disclosed a fairly satisfactory 
internal financial condition. The notes and accounts receivable aggregat- 
ing $70,802 indicated an average collection period of 51.5 days compared 
with the selling terms of 70 days. The inventory of $85,623 gave a ratio 
of 5.9 times when compared with the net sales of $502,633, which was 
fairly satisfactory for this line of business. The current liabilities of 
$104,586 were somewhat larger than the tangible net worth of $83,929, 
but this condition is not abnormal for a concern with nominal invest- 
ments in fixed assets where the receivables and the inventory are in 
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healthy proportion. If the inventory had been lower than the net work- 
ing capital, the current liabilities would have been correspondingly smaller 
and a somewhat higher ratio would have been obtained with the net sales. 
The financial condition then might have been characterized as quite satis- 
factory instead of fairly satisfactory. 

In year B one important change took place. The notes and accounts re- 
ceivable increased from $70,802 to $137,113, or 93.6 per cent. As the net 
sales for year B increased only $19,551, or 3.9 per cent, over the net sales 
for year C, the average collection period went up from 51.5 days to 95.8 
days. On selling terms of 70 days an average collection period of 95.8 days 
would seem to be somewhat extended with past-due accounts, especially 
in view of the increase in the average collection period from 51.5 days in 
year C. While the receivables appeared to be in somewhat poorer shape, 
the inventory appeared to be in better shape. The inventory had been 
reduced to $77,506. At this figure it was materially below the net working 
capital of $96,334 and showed an improved relationship of 6.7 times when 
compared with the net sales of $522,184. As a result of the larger current 
assets represented by the expanded receivables, the current liabilities 
were larger. All in all, the condition was somewhat less favorable than at 
the end of the previous fiscal year. 

In year A the downward trend continued as far as the internal condi- 
tion of the business was concerned, even though net profits were recorded. 
The notes and accounts receivable continued to expand and now amounted 
to $215,711. On the basis of the net annual sales of $598,927 the average 
collection period was 131.5 days. No aging of the receivables could be 
obtained, but the management did indicate that sales had not bulked 
heavily during the 2 months preceding the statement date. Under these 
circumstances a collection period of 131.5 days on selling terms of 70 days 
certainly indicated a vulnerable condition with a considerable portion of 
the receivables past due. 

On top of this unfavorable condition, the inventory had expanded out 
of all reasonable proportions. Prices had risen during the year and the 
management had decided to buy a little extra quantity of grey goods. 
They had. Not only a little but a great deal. Moreover, as the concern 
used the first-in first-out method of taking inventory, there was no reserve 
in the item and any drop in market prices would find this enterprise off- 
balance. At $195,833 the inventory showed a relationship with net sales 
for the year of only 3.1 times, about one-half the typical turnover of 
cotton goods converters. Instead of being less than the net working capital 
as in year B, the inventory now became 213.8 per cent of the net working 
capital, a double check indicating the heaviness of this item. With both 
heavy receivables and heavy inventory, the current liabilities were also 
excessive, amounting to 291.3 per cent of the tangible net worth. 

This enterprise has a hard year ahead. Its financial condition at the end 
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of year A was very extended. If the receivables can be reduced approxi- 
mately $100,000 and the inventory reduced another $100,000 during the 
year following year A without loss, a miracle will have taken place. A 
situation such as this is wide open for a considerable use of red ink, even 
if it should be the first in the history of the enterprise. It is most likely 
that a substantial loss in bad accounts is hidden in the receivables. Often 
by the time it becomes imperative to reduce inventories, as in this case, 
a falling market has developed. However, if prices of grey goods and 
finished cotton goods should remain firm, the situation would not be so 
vulnerable. In this predicament the management is trusting to fortuitous 
circumstances and not consciously guiding its affairs. As the situation 
remains, 2 minimum of $200,000 must be raised by liquidating receivables 
and merchandise to bring the liabilities reasonably into line, and with no 
loss in time. 


Chain Drug Stores 


The business now known as Chain Drug Stores, Inc., was organized 28 
years ago with an authorized and paid-in capital of $50,000. The enter- 
prise became financially embarrassed 9 years ago and affairs were re- 
vamped. Under the plan of reorganization stockholders authorized an 
issue of $250,000 five per cent cumulative preferred stock, par $50, of 
which $212,600 was issued. The plan provided that one share of this 5 per 
cent cumulative preferred stock be issued for each $50 of indebtedness, 
fractional liabilities to be liquidated by cash. Over the intervening 9 years 
the outstanding 5 per cent cumulative preferred stock had been reduced 
to $181,800 by buying in occasional shares of the outstanding stock at a 
fraction of the book value and retiring them. 

From time to time, unprofitable stores have been closed and new stores 
have been opened. At the end of year A, 16 units were in operation, all at 
strategic locations, and all in the one city of Chicago. All stores carried a 
complete line of drugs, drug sundries, cosmetics, candy, and tobacco, 
soda and luncheonette departments, and facilities for handling prescrip- 
tions. Three of the stores also carried extensive lines of ladies’ gloves and 
hosiery. 

A small wholesale department was conducted for the purpose of dis- 
posing of surplus stocks of tobacco, candy, and supplementary miscel- 
laneous merchandise when acquired in quantities beyond immediate 
requirements. Normally, chain drugstores sell entirely for cash. The 
comparative figures in Schedule 37 show accounts receivable outstanding 
on each statement date. These receivables arise partly from sales of the 
wholesale department, and partly from specialized prescription business 
that had been built up by catering especially to doctors. 

Comparative figures indicate a steady downward trend over the 3-year 
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period. Unless some radical change is instituted in the very immediate 
future, the management will awake some cloudy morning to find that the 
business is ready for its second reorganization, or possibly this time bank- 
ruptcy with liquidation. 


[Schedule 37] CuHaIn Drua Storss, Inc. 
Comparative Figures for Years Ended September 30, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Cachet nomen eee ee $ 38,348 $ 15,489 $ 25,443 
Accounts Receivable............ 22,858 . 19,855 19,214 
Inventor yore eet st eee ___ 276,129 \ 258,775 238 , 252 
CRUE CTUBASSCES a ear ne ea $ 337,330 $ 294,119 $ 282,909 
Mixed meASSetsyeNeten nese ra ae 208 ,612 242,113 250,412 
taviestmenitcmerreters oie. ae ce ne 6, 282 5,622 5,051 
Brepaidulixpensesnm cra. cane 3,798 5,023 4,677 
DS DOSIUS sin Meena ta ead ante 4,795 4,795 4,795 

PROTA, easter ceo $ 560,817 $ 551,672 $ 547,844 

LIABILITIES 

Notes Payable for Merchandise.. $ 1,360 $ 10,709 $ §©610,593 
Accounts Payable.............. 155,714 201,217 204,614 
FAC GLUE See eM Ones oe, en eee eae 19,079 10,995 8,155 
Reserve tore laxese.. 1) oe ae 6, 304 5,479 5,307 
Current Liabilities.............. $ 182,457 $ 228,400 $ 228,669 
5% Cumulative Preferred Stock. 185,300 182,950 181,800 
Common Stocks s+. .240.. on 130,000 130,000 130,000 
BarnediSunpluse aetna tee 63 ,060 10,322 Cas: 

AION Shoes ys Wer ec me $ 560,817 $ 551,672 $ 547,844 
NetW orking: Capitals. n= seo) LOL SiS $ §©6©65,719 $ 54, 240 
COP HORNEN ACH OW os os 8 hes Bobo is & Sek 1.85 1.29 1.24 
iangroleNiek Worthive. sane eh Koy O00 $ 323,272 $ 319,175 
ING CROBLCS a wee en kee et ee $1, 526, 187 $1,442,910 $1,433,572 
Merkiciie ee 3,218 (L)52, 738 (L)2, 947 
DivAd enGs art wee ete Ate eet None None None 


While nominal net profits of $3,218 were recorded in year C, a loss of 
$52,738 was assumed in year B, and a loss of $2,947 in year A. No divi- 
dends were paid over these years, even on the outstanding 5 per cent 
cumulative preferred stock. The net sales have decreased, not greatly but 
still on the downward side each year; they amounted to $1,433,572 for 
year A, which was 6.1 per cent below the net sales for year C. 

Along with the downward trend in net sales and the unprofitable opera- 
tions for year B and for year A, was the same but a more exaggerated 
trend in net working capital. From $154,873 in year C, the net working 
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capital dropped to $65,719 in year B, and to $54,240 in year A. As the 
net working capital shrank, the inventory was reduced from year to year 
but much less moderately. The relationship between these two items 
shows the following unfavorable trend: 


Year C Year B Year A 
Inventory. eer PE Meine Et ae. hed $276, 129 $258,775 $238 , 252 
NetaWorkin gi Capitals. qs sewnert ash. oct cantar 154,873 65,719 54,240 


Ratio of Inventory to Net Working Capital... 178.3% 378.5% 439.2% 


Between year C and year A the inventory was reduced from $276,129 
to $238,252, or 13.7 per cent. At the same time, the net working capital 
shrank from $154,873 to $65,719 to $54,240, or 65.0 per cent. As a result of 
this proportionately more rapid drop in the net working capital the ratio 
between these two items went steadily upward. At the end of year C, the 
ratio of 178.3 per cent was heavy. At the end of year B the ratio had in- 
creased to 378.5 per cent and the business was becoming hard pressed. 
At the end of year A, the ratio continued upward to 439.2 per cent and 
the business was being kept alive by the grace of creditors. 

Condensed Analysis. The figures for year C disclosed a fairly satisfactory 
condition with one exception, and that one exception was the relationship 
between the inventory and the net working capital. The net sales for the 
year were 5.5 times the inventory, the fixed assets were 55.2 per cent of 
the tangible net worth, and the ratio of current assets to current liabilities 
was 1.85. These relationships were all a trifle out of line, but not suffi- 
ciently so to cause any vital concern. But the comparison between the in- 
ventory and the net working capital with a ratio of 178.3 per cent, a ratio 
almost twice as large as it should have been, was clear evidence that some- 
thing basically was wrong. 

If $125,000 could have been cut off the inventory, then the inventory 
would have approximated the net working capital, and by freeing funds 
the current liabilities would have been reduced the same amount, that is, 
from $182,457 to approximately $57,000. But the inventory could not be 
reduced this amount without keeping the stores understocked. In other 
words, with an investment of $378,360 the company was operating too 
many large stores; at this particular stage, the management was reluctant 
to close any of them. To have operated this number of stores adequately 
$125,000 additional funds should have been invested in the business to 
furnish additional net working capital. 

During year B the fixed assets increased from $208,612 to $242,113, an 
expansion of $33,501. This sum is not large, but it was relatively large at 
the time for this business. The additional investment of such a sum in 
fixed assets together with the net loss of $52,738 for the year was tragic. 
The current liabilities increased from $182,457 to $228,400 and the net 
working capital was reduced from $154,873 to $65,719. 

Whereas the answer to the problem of this corporation at the end of 
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year C had been the investment of $125,000 to be kept in liquid assets and 
to furnish additional net working capital, or the closing of certain stores 
to bring the inventory into line, the answer at the end of year B was the 
investment of approximately $195,000 to increase net working capital 
which no one, not even the stockholders, would invest in an extremely 
unprofitable venture. The ratio of current assets to current liabilities 
dropped from 1.85 to 1.29, and the current liabilities now reached 70.3 of 
the tangible net worth. 

The figures for year A showed a condition which had gone from bad to 
worse. The investment in fixed assets continued to increase, the net sales 
continued to drop, a loss was assumed, the net working capital continued 
to shrink, and the relationship between the inventory and the net working 
capital was out of all reasonable proportion. The graveyard was just 
around the corner. 


Canner of Fruits and Vegetables 


Fruit & Vegetable Canners, Inc., was organized as a partnership by two 
brothers 43 years ago. The partnership was incorporated 22 years ago, 
and 3 years ago the business was reincorporated under the laws of another 
state to merge the enterprise with four smaller successful canners. The 
partners in the original enterprise have since died and the business for the 
past 4 years has come under the direct management of the president, a son 
of one of the original partners, who is now only 28 years of age. 

As will be seen by the figures in Schedule 38, this corporation is a rep- 
resentative enterprise in its field, operating at the end of year A on a tan- 
gible net worth of $5,663,674. The business is both a holding and an 
operating company. As an operating company, the corporation and its 
subsidiaries are engaged in preparing, packing, and distributing nationally 
under its own well-advertised brands vegetables, fruits, and condiments. 
It has 32 packing and canning plants located in the Middle West. As a 
holding company it owns the entire outstanding stock of six direct 
subsidiaries. 

For a thorough analysis of the affairs of this corporation, the analyst, 
as outlined in Chap. IV, would obtain, if possible, comparative individual 
financial statements of the parent corporation and each of the six sub- 
sidiaries as well as comparative consolidated financial statements of the 
seven corporations together, with all intercompany relations eliminated. 
He would also need full information covering intercompany loans and 
intercompany debts for the sale of merchandise. Supplementing this infor- 
mation it would be desirable to know whether intercompany loans were of 
a seasonal nature to cover an operating peak or had been running several 
years and were quite permanent; how long each outstanding loan had been 
on the books; and what was the possibility of repayment in the near 
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future where the loan was of long standing. In the case of intercompany 
receivables similar information would assist in the analysis. The analyst 
would also learn whether intercompany purchases were made on regular 
terms and whether the liabilities so created were retired on those terms; 
or, if purchases were made on special terms, what those terms were and 
whether they were respected. 

After obtaining as complete information as possible, the analyst would 
then proceed to analyze the affairs of each subsidiary. If the analyst rep- 
resented a bank or a merchandise creditor he might, after determining 
that a particular subsidiary in which he was interested was in a weak 
financial condition, obtain a guaranty from the parent company to cover 
obligations of this particular subsidiary. Then the analyst would study 
the comparative consolidated financial statement to obtain an over-all 
picture. 

For the purpose of this study we shall pass over the intermediate 
phases of the analysis and take up the consolidated figures, which appear 
in Schedule 38. 

For year C a loss of $335,592 was sustained and dividends of $307,500 
were paid. As a result of these two features, the tangible net worth 
dropped $643,092 and the net working capital approximately the same 
amount. Notwithstanding the loss and the payment of dividends, the con- 
solidated figures as of the end of year C disclosed a fairly satisfactory con- 
dition, with two exceptions. The receivables reflected an average collec- 
tion period of 26 days based on the net sales, the fixed assets represented 
52 per cent of the tangible net worth, and the current assets disclosed a 
healthy margin over the current liabilities. 

The two exceptions were the heavy inventory and the rather substantial 
total debt of $6,625,976. The net sales of $16,586,249 were only 2.3 times 
the inventory of $7,189,656, a rather low relationship for this line of busi- 
ness. Moreover—and more obvious—was the fact that the inventory was 
appreciably larger than the net working capital of $5,992,378. 

Operations went from bad to worse in year B. The inventory at the end 
of year C had been valued at first-in first-out and in a rising market was 
clearly heavy. As so often happens with a heavy inventory valued on this 
basis, a loss is immediately incurred in a falling market. That happened 
here, and although the inventory was reduced from $7,189,656 to $5,932,- 
026 at the end of year B, operations were conducted at a loss of $712,404. 
This loss, together with dividends of $61,250, the reduction of $1,000,000 
in the term loan, and the additional expenditure of $101,160 for fixed 
assets, brought about a further reduction in the net working capital to 
$3,878,356. The inventory, notwithstanding its decrease, continued to be 
materially out of line. The total debt increased as the tangible net worth 
decreased. Affairs became very extended. 

Year A shows real improvement, but the company was still not out of 
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[Schedule 38] 


Fruit & VEGETABLE CANNERS, INC. 


Comparative Consolidated Figures for Years Ended May 21, 19— 


(C) (B) 
Three Years Two Years 
Ago Ago 
ASSETS 
(CaS ae Le sy SIL 77RD $ 500,860 
Notes Receivable.......... 160,110 110,201 
Accounts Receivable......... I O2i iS 1,910,100 - 
linemtonyerme omen te eee 7,189,656 5,932,026 
Advances on Growing Crops. . 293 , 246 245 , 283 
CULTERUPAISS ELSE ee eee $ 9,315,904 $ 8,698,470 
iixedPAissetss NGts erry eis ier 3,404, 238 3,505,398 
Cash Value of Life Insurance. 49,874 60, 261 
INVES tINeh tS merreeen ene ae 35,073 25,001 
Miscellaneous Receivables... . 105,020 65,031 
WelerredeAssehs ayer sania ae 228 , 988 232,478 
Good Will....... : 1 1 
ERO MAM Ap Maree CPR eres $13,139,098 $12,586, 640 
LIABILITIES 
Notes Payable to Banks..... $ 2,000,000 $ 8,500,000 
Due to Officers and Employees 83 , 867 ph Sil 7 
ACCOUDUS ay. aADle wir ween 890,675 976 , 084 
INC CHIVAS ae rea yee eorua Gas 140,782 182,708 
Advance Payments....... 147,719 92,244 
Due on Stock Subscription. . . OLD ey ree cota 
Reserve for Taxes........... 23,332 16,501 
Cunnentiinabilitiess.... 0.22. $ 3,323,526 $ 4,820,114 
‘Nera bOie tn de eaeod ones ee 3,000 , 000 2,000,000 
INIOTUPALCS tS. eo ek 302,450 406 , 866 
OLD ebbe ere ne ee eee ON OLDE OLE $ 7,226,980 
4% Cumulative Pref. Stock. . 3,500,000 3,500,000 
Common! Stocks 56 4.40.5. 550 , 242 552,500 
Capital Surplus’... 0)... 689 , 208 307 , 642 
Retained Iarnings.......... 1,773,672 999 , 518 
LGU Oe ere ket AE ye $13,139,098 $12,586, 640 
Net Working Capital......... $ 5,992,378 $ 3,878,356 
CU CNUOLLOc men, 2.81 1.80 
Tangible Net Worth.......... $ 6,513,121 $ 5,359,659 
INGiiS Gees Hep eae Se eee $16,586, 249 $18,269,811 
Net Profit.................. (L)886,692 (L)712, 404 
DIiVvadends.xnsae oe er le 307 , 500 61,250 


(A) 
One Year 
Ago 


$ 538,074 
100, 452 
1,810,221 
5,409,997 
311,547 


$ 8,170,291 


3,595,547 
70,894 
4,502 
215, 108 
200, 207 

1 


$12, 256,550 


$ 2,750,000 
37,985 
990, 422 
158,448 
139, 285 


125,000 
$ 4,201,140 


2,000 , 000 
391,635 


$ 6,592,775 


3,500,000 
552,500 
282,016 

1,329,259 

$12,256,550 


$ 3,969,151 
1.94 
$ 5,663,774 


$20 , 337, 746 
329,741 
None 
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the woods. Net profits of $329,741 were earned, current liabilities and 
total liabilities were moderately reduced, the net sales were increased, the 
net working capital was increased, and the inventory was reduced, all 
favorable features as far as the trends were concerned, but the improve- 
ments in the aggregate were only moderate. These trends need to be con- 
tinued in a marked manner. The relationship between the inventory and 
the net working capital for the 3 years was as follows: 


Year C Year B Year A 
litventOry ene. ten ee kee iris chen eed $7, 189,656 $5 , 932,026 $5, 409 , 997 
NetaWorkinoC@anpitaly! 305 acl. shee 5,992,378 3,878,356 3,969,151 
Ratio of Inventory to Net Working 
Gapitaleeriner ee eric recat cask oie 119.9% 152.9% 136.3% 


In year C the inventory of $7,189,656 was 119.9 per cent of the net 
working capital of $5,992,378. In year B the inventory was reduced to 
$5,932,026, and in year A still further reduced to $5,409,997. In year B 
the net working capital decreased 35.3 per cent to $3,878,356 and then in 
year A increased moderately to $3,969,151. Because of the very substan- 
tial shrinkage in the net working capital in year B, the relationship with 
the inventory went up to 152.9 per cent, and then as a result of the im- 
proved trend in both items in year A, the relationship decreased to 136.3 
per cent. 

Condensed Analysis. In year C’, as we have seen, the inventory was 
heavy and the total liabilities were greater than the tangible net worth, 
always a vulnerable combination; the operations for year B showed just 
how vulnerable. The inventory was heavy in relation to both the net sales 
and the net working capital. The net sales were only 2.3 times the 
inventory, when the relationship should have been quite materially 
higher. Moreover, the inventory was 19.9 per cent in excess of the net 
working capital. 

Here was the situation for the first full year after merging with the four 
smaller concerns. Whereas the management had planned to close the year 
with an inventory of $4,000,000, the inventory had reached $7,189,656, 
and, to carry the excess, a term loan of $3,000,000 had been obtained just 
prior to the statement date. The internal management had become dis- 
organized during the year. Possibly the president of the corporation had 
been too inexperienced to realize the unfavorable trend, possibly too in- 
effectual to hold a firm hand over others in the management who wanted 
to speculate for a rise in values. At any rate the year closed with a fever. 

From this point on, the fundamental policy should have been one of 
making the most out of a bad situation, reducing the inventory and lia- 
bilities as fast as possible, yet not assuming unnecessary losses. Year B 
closed with a serious heart attack and peak liabilities of $7,226,980, well in 
excess of the tangible net worth. 
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During year A net profits of $329,741 were finally earned, a heartening 
sign after the substantial losses of year C and year B. Liabilities and 
merchandise were reduced moderately, but both items continued heavy; 
the total liabilities were 16.4 greater than the tangible net worth, and the 
inventory was 36.3 per cent greater than the net working capital. To 
bring this situation into reasonable proportions, the inventory should be 
reduced $1,500,000 from the figure at the end of year A and those funds 
used to reduce current liabilities. Moreover, several years of profitable 
operations are needed with the retention of all the profits in the business 
in liquid form to increase the net working capital to a figure between 
$5,000,000 and $5,500,000. Future operations should keep the year-end 
inventory constantly below the net working capital even if it means that 
the net sales will represent six or eight times the closing inventory. With 
capable strong management, the financial condition of this corporation 
probably can be brought into line. 


TYPICAL RATIOS OF INVENTORY TO NET WORKING CAPITAL 


Schedule 39 gives the typical ratios of closing inventory to net working 
capital for 34 lines of manufacturing, 18 of wholesaling, and 11 of retail- 
ing for the years 1960 through 1964 with a 5-year arithmetical average. 
Breweries have the lowest 5-year average among the 34 manufacturing 
lines with 50.2 per cent; foundries have the second best 5-year average 
with 50.7 per cent; and soft drink bottlers are third with 57.7 per cent. 
Manufacturers of men’s shirts, underwear, and pajamas are at the bottom 
of the list with a 5-year average ratio of inventory to net working capital 
of 121.2 per cent. Canners of fruits and vegetables are next to the bottom 
with a 5-year average of 120.4 per cent. 

Among the wholesale lines, wholesalers of meat and meat products 
with a 5-year average ratio of 42.6 per cent make the best showing of 
inventory to net working capital, followed by wholesalers of fresh fruits 
and produce with a 5-year average of 44.5 per cent, and wholesalers of 
gasoline, fuel oil, and lubricating oil with 50.9 per cent. The poorest 
showing is made by wholesalers of groceries with a 5-year average of 
106.5 per cent, and wholesalers of wines and liquors with 94.5 per cent. 

Among the 11 retail trades, the best showing is made by furniture 
stores with a 5-year average of 46.5 per cent, and the poorest showing 
by discount stores with 167.5 per cent. 


Maxim 


When a manufacturer or a wholesaler is operating on a tangible net worth 
between $50,000 and $250,000, wide practical experience has indicated 
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Ratios oF INVENTORY TO Net WorxkinG CapitaL [Schedule 39] 
Percentage 
Lines of Business Activity Median ‘ 
Five- 
Year 
1960 | 1961 | 1962 | 1963 | 1964 |“Y°T88° 
MANUFACTURERS 
Agricultural Implements and Ma- 

CHIN GLY Fee Ce AY. Se ee dt eer CORSE (CRON S7 1319903) 95.5) Sie 
Airplane Parts and Accessories....... 100.7) 74.0] 78.8} 74.9] 82.1 82.1 
Automobile Parts and Accessories....| 74.4] 64.2] 75.4] 71.7] 76.9 WAS 
BAKES Memory Ae hese tek See hah GSGl) Osisil |) GSP] Gs.25) Gi Gil 
Bedsprings and Mattresses.......... 63.1] 70.4] 60.6] 68.0] 69.6 66.3 
Bodies, Auto, Bus, and Truck........ 84.0] 84.9/101.5] 88.5] 108.1 93.4 
Bolts, Screws, Nuts, and Nails.......| 74.2] 71.1] 69.3] 71.1] 83.5 73.8 
- EGC ga bok oe eA Coe es ee Bol || Gee || HOt] ZSoim| Zee D0e2 
Chemicals, Industrial............... G0) CE | BHO) Wo. 1 wail 67.7 
Coats and Suits, Men’s and Boys’....| 85.9] 80.7] 90.8] 98.9] 97.7 90.8 
Coats and Suits, Women’s.......... 84.1] 73.2] 74.0} 90.0} 86.2 81.5 
Confectionery. . 768 Seino eran aol) OLAS! i7AO BES) | eared alles les) ere oe) 74.2 
Cotton Cloth Mills. SNe Het ee Dee UG.) WOH) C32), Gr Bl) Oe. ied 
Dresses, Rayon, Silk, and Acetate 79.9] 94.8] 80.8] 76.9} 81.2 82.7 
UO Sere ee Ree, oe ee toes, (HAO) lsh) 41 8), OB] S81] Cla 
Electrical Parts and Supplies......... 76.4| 74.5] 80.5] 74.0) 83.2) 77.7 
Foundries, Iron and Steel............ 50.7] 46.5] 50.4] 48.2] 57.9 50.7 
Fruits and Vegetables, Canners...... 133.2] 110.0} 139.3) 103.5;115.9) 120.4 
RRUITINGUT eh ery sry cs Mice eke se thes 70.0) 75.0) 75.9) 79.3) 74.0 74.8 
Hardware and Tools. .........55..-- 15.81) (0-4) 71.4) 74.51 70.6 05) 
ETO SIER Veet ee eR see tects dnc SoU |) Bass) Soy) Veow\) Wilew 88.7 
WAIT Clete i a Oc eat ees cae 80.4] 90.8] 75.0] 84.9] 74.9} 81.2 
Machine Shops.. seove| SOsO | &).77]| CS.6), GAA) Will 57.9 
Meats and Provisions, Packers. Hopatee 70.7| 60.1] 63.6] 62.9] 64.5] 64.4 
MetaliStampings:sie ne). 2. «=. Senor 6502) 6601 | 602g) 622 O)NGS. Si G4eo 
Outerwear, Knitted... eel sili | OO 4 sean lacs a cAlpl One 84.3 
Overalls and Work Clothing. . en atone 91.4] 84.5] 88.8] 86.7} 87.9] 87.9 
Paints, Varnishes, and Lacquers...... 65.9] 64.6] 62.0] 59.7] 63.0 63.0 
RADCL MCE en Poa eee. Bae es sess 64.8] 64.4] 64.6] 638.6] 76.9] 66.9 
PADECEPDOXCS War eee oer Cie ae tree cn 78.9) 75.3), 70-0) 85.0)" 8678 79.2 
Shirts, Underwear, and Pajamas, 

INTeTie See rere een ee ete te mined otic 11623)|105.6)) 13802 @) 12227 | ese 2) L212 
Shoes, Men’s, Women’s, and Chil- 

GENS ee AeA ee sha 79.7| 91.7} 84.4] 82.8] 89.4] 85.6 
SottsOrinks, Bottlerseeeeo- as ceeee . X05 |! CHG) S12 ©) SO.) 522 || Bel oz 
Structural Iron and Steel, Fabricators.| 71.6] 63.8] 64.2] 71.6] 73.8] 69.0 


that extreme care should be exercised in the analysis, even though the 
ratio of net sales to inventory is.in satisfactory relationship, if the inven- 
tory is greater than three-quarters of the net working capital. When the 
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[Schedule 39 (Cont.)| 


Ratios or Inventory To Net Worxine CapitaL (Continued) 


Lines of Business Activity 


WHOLESALERS 
Automobile Parts and Accessories... . 
Cigars, Cigarettes, and Tobacco...... 
Confectionery. . Lente, Seen 
Drugs and Drug Sundries........... 
Dry Good si... ot rari A See ee 
Electrical Parts and Supplies......... 
Fruits and Produce, Fresh. . 

Gasoline, Fuel Oil, and Lubricating 
OT SORd Aces iro Sane entree Rico 2 


Household Appliances, Electrical..... 
Lumber and Building Materials...... 
Meat and Meat Products............ 
Paints, Varnishes, and Lacquers...... 
DADE is woe Be ee ate ae tne ee 
Plumbing and Heating Supplies...... 
Shoes, Men’s, Women’s, and Chil- 

GCreDl SS ait ck eee ae ee eee: 
Wianesvandelniquorsespee eae ie 


RETAILERS 
Clothing, Men’s and Boys’.......... 
Clothing, Men’s and Women’s....... 
Department Stores. ase. pena ot one 
Discount) Stoneswe eas aa ee 
Burnishings; WMen/s: 2a ese ee 
IEUEnitures eee ee ee) eee ee 
Groceries and Meats... 05.44... a08 
VAT OWATC sab Beach 


Shoes 


Percentage 
Median Five 
Year 
Average 
1960 | 1961 | 1962 | 1963 | 1964 
80.7} 88.0} 92.4] 87:4] 97.6] 89.2 
80.6] 92.4] 87.2] 87.9| 88.7} 87.4 
Theol PARP) ISLA Bef oO oo a oc 84.0 
87.6] 86.1] 89.9/104.5] 93.4] 92.3 
Toma Coe || i Sl OSm 1a S980) eS aaaG 
(ORS ne ifets| S22 Ol SSO alco 81.5 
26.6} 50.0} 41.4] 45.8] 58.8] 44.5 
47.7| 48.6| 42.3] 60.9] 54.9] 50.9 
102.1/101.4/105.4]110.5|113.3] 106.5 
S350 |) Sle 98253) 8 foil Sie Ol Meo aeo 
90.7] 87.9] 98.7] 96.9] 94.2] 93.7 
74.3| 70.3) 69.5) 71.7) 82.3 73.6 
e308) || Cpe Aa | SiS iI) Sey 7 42.6 
64.4] 73.5] 73.6] 69.4] 71.4] 70.5 
SOS Ol adeeorl Soret lucien cn eee OFL 
CEPA ERO ees 7A |) till ay eee ei 
HAE ee) Seba | UG) WP! X07 
96.4} 86.2] 94.2/106.2| 89.6] 94.5 
92-9 95.6] 85.9] 92.1] 95.8) 9255 
73.7| 79.9| 79.2] 91.3] 94.8) 88.8 
CPOE || Weary || are 7ae 2 || PAD 71.0 
reer tees 183.7] 153.5|165.4| 167.5 
93.4} 98.7] 100.9/1385.3]113.2] 108.3 
Sail! GB. 7f |) SOT GS} |! Ge) 7 46.5 
116.6] 116.9] 117.7)109.1]}111.6] 114.4 
QTR Set) who |) eS les |S Olam One 
62.8] 63.1] 56.9] 64.2) 64.5] 62.3 
PPR A20N7 125-0 ALOS2 115 ed eG 
67.9) (aa) 9226) SSeS 2 Olle Ome 


tangible net worth exceeds $250,000, the inventory should be no greater 
than the net working capital. In a retail business with a tangible net worth 
in excess of $50,000, the inventory should be no greater than the net work- 


ing capital. 
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THEORY AND PROBLEMS 


1. Describe the trend that has taken place in recent years as to who should be re- 
sponsible for the inventory figure used in the balance sheet. 


2. If you were operating a business enterprise would you be inclined to purchase an 
excessive quantity of merchandise because you believed prices would rise in the near 
future and you would make a great profit? Explain your answer. 


8. Why will the ratio of net sales to inventory sometimes give the analyst a false sense 
of security? 


4. To ascertain whether the inventory is excessive or not, what ratio should be used 
to supplement the ratio of net sales to inventory? 


5. The Airplane Parts Manufacturing Co., Inc., submitted the following comparative 
balance sheets to its investment banker. The manager of the statistical department 
of the investment banking house posted these figures on a comparative statement 
sheet. He computed the net working capital and the tangible net worth for both 
years. He then determined the following ratios for both years: (a) current assets 
to current liabilities, (6) current liabilities to tangible net worth, (c) total liabilities 
to tangible net worth, (d) funded debt to net working capital, and (e) fixed assets to 
tangible net worth. Assume you are the manager of the statistical department. 
Make the computations, interpret each ratio, and render a brief report of your 
analysis to the senior partner of your firm. 


AIRPLANE Parts Manuracturine Co., Inc. 
Comparative Balance Sheets, December 31, 19— 


(B) (A) 
Two Years Ago One Year Ago 
ASSETS 
Current Assets 
(Cashier eects iota ties oe gene $ 203,123 $ 162,829 
U.S. Treasury tax notes....... 2,009,035 451,260 
Notes and accounts receivable, 
less allowances........ .. 1,841,126 1,820,217 
Due from U.S. government. . TPB OS oS PHO VAY oaviocc cos $2,434, 306 
Inventory 
Finished product. . ee Saree -626 $ 233,068 
Raw material and in n process. . 2,683,542 2,895,168 2,268,731 2,501,799 
$ 7,171,489 $4,936, 105 
Investment and Other Assets 
Investment in associated com- 
pany pref. and com. stock... $ 138,076 $ 138,075 
Sundry notes, accounts, and 
ACV COBtetaty cee le Smee near 215,413 $ 353,489 28,794 $ 166,869 
Factory Plant and Equipment 
Factory real estate........... 509,006 499 ,004 
Buildings, sidings, yards...... $1,674, 438 $1,671,641 
Less: Reserve for depreciation. 1,027,081 647 , 357 985,053 686, 588 
Bqlipment asennad eee a $7 , 588 , 936 $7 , 030, 284 


Less: Reserve for depreciation 6,087,922 1,501,014 5,634,542 1,395,742 
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AIRPLANE Parts ManuracturinG Co., Inc. (Continued) 


(B) 
Two Years Ago One Year Ago 
Foundry 
Realkestaten eee 155,755 
Buildings, sidings, yards.... $ 562,602 
Less: Reserve for depreciation 163 , 529 399,073 
ID CWUVOMMNOM,..5 a0 pao coon eaowe $ 556,141 Samos leiol 
Less: Reserve for depreciation 296,105 260 , 036 266,870 264,881 
Warehouse 
Realeestate a9: Ae See ee 49,339 49 ,339 
Bul dine jer heer eer $ 128,891 $ 128,891 
Less: Reserve for depreciation 19,320 109,571 16,098 112,793 
$ 3,076,323 $3 , 563,175 
Building under construction. 152,720 
Deferred Charges 
Unexpired insurance premiums, 
J RS ONO, aera ee eno 94, 224 113,325 
Patents, Trademarks, and Good 
Wil ears eee ets eee ae coe 1 pe 
$10 , 848, 246 $8,779,475 
LIABILITIES 
Current Liabilities 
INotestbayablewerr cr ate $ 805,000 $ 966,000 
Real estate notes maturing in 
D2smonths.s see eee 10,000 
Accounts payable and accrued 
pay roll, interest, and taxes. . 863 , 925 949 , 466 
Tederal and state income taxes 2,775,000 $ 4,443,925 1,100,000 $3,025,466 
ong=termm Deb termes a aie 45 ,000 55,000 
DebenturewNotess:.. ae ae 173,500 144,800 
Reserves 
For contingencies............ $ 430,000 $ 250,000 
For injuries to employees..... 33 , 279 24,737 
For guaranty expense......... 75,000 538 , 279 15,000 289 , 737 
Capital Stock and Surplus 
PANU ONIZ CC eaNeeatee ee eran ane $7 , 500, 000 $7 , 500 , O60 
JGCSSRUDISSUCCie ete ey ee 2,681,200 2,681,200 
Messan. Ureasunv..... 0. ga eee 284 , 700 284, 700 
$4,534, 100 $4,534,100 
Retained Harnings........... 1,113,442 5,647,542 730,372 5,264,472 
$10,848, 246 $8,779,475 


6. Study the ratios of inventory to net working capital for the following six lines of 
business. After cach ratio place the capital letter which best describes that par- 
ticular ratio: G, good; I’, fair; P, poor. 


on, Cronin Godan PN Layo ce ae 60.2 
b. Manufacturer of furniture........... 122.3 
ee Manniicturenmom paper: ean tent mmm ety 


¢ 

d. Wholesaler of groceries.............. 118.9 
e. Wholesaler of hardware............. 146.7 
sfoektetailers ofsshoc Shem: meus. die vce 94.3 
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7. Retail Drug Chain, Inc., operates a chain of 12 drug stores in a prominent Southern 
city. From the following comparative figures compute for both years (a) the ratio 
of net sales to inventory, and (b) the ratio of inventory to net working capital. Give 
your interpretation of the four ratios that you obtain, and also the trend in each 
ratio for the 2 years. 


Retait Drue Cuan, Ine. 
Comparative Figures for Years Ended December 31, 19— 


(B) (A) 
Two Years One Year 
Ago Ago 
ASSETS 
‘Catinu, oe nee eee ere ee aes ar $ 7,416 $ 3,428 
INotessheceivableas sw cmt ce tt ne ee 200 175 
FAC COUMESMRECEIVA DCM ee emit Aten Lett rc atEr NL). Gn ce 9,277 12205 
ETVEDL OLY Marae Rem ate delet es whe dc red hares ho neni aia, 86, 937 115,554 
(CH ARTOPNSIEITS & AS ete re RC On re $103 , 830 $131,412 
HPKeCMPASSCLS INCL et a er eS cen a eee 60, 507 77,982 
Banka stockseeessernti: amas one ania ees cia) eRe ee 210 210 
Miscellaneous Receivables............. ae reese ee ee 549 2,271 
_ PRR@POYETTG Ld EATON Pe see eae ile ee ae er ae pears ae 2,909 5,397 
UO OMT: ina toposes tue & cette On cantotey Bsa eee ene ae es STA SI ae 
Renda baetre fate aie ie.t. 6.8) wisn) Sarkan whe 1,002 13,534 
BE OTA TS certo 5 Cane CONS. a SHEN CRN ete do VD pa ian 6 eee ie a $169,881 $230 , 806 
LIABILITIES 

INoLesshayablesco: bamlcre te ea cr ih \i.ces oT oe CS yesromeenae $ 40,000 
Notes) Payable for) Equipment... 7.2.02 7. .0 6... OPES, HED AUST ae 4,623 
Accountsubayableye ny eeee pnt ee es eS eS 28 , 282 48,033 
INGAAS SADA CoO OC Oe eee ec aee: ean ae 1,899 958 
IDI CRCOM ACTA COtpyn rater metre trace rece icas occa ane sech Etec 1,001 Bye, ays 
Gurr Peni LUUULLES en ee ee oe ee $ 31,182 $ 95,767 
Wommonsstock Now h arses: aul ti kee ctackoet: Aine dune cals 142,590 152,590 
[DOUG SPER AO oe  OEE LRO RMT  e ON a 8,891 7,061 
AN OWI y selec ddd selena ie ana ere en $169 , 881 $230 , 806 
iNietAVIOTINGECODUGLYNN (ete eee oe Send eee $ 72,648 $ 35,644 
(COUT AR EDIE IRON KOE isthe Si Sao ones ee CEE OT ORE eRe 3.32 1.38 
ORG ONC ING WO loeb een eo Oat AOS atte ee oe om or TS aie $137 , 697 $121,505 
Sales ee Tae Cer ret WEE ee hee Petree $458,017 $567 , 487 
INGESETofitsee meee sortase Cees. She doe Bop oD ys (L)3, 660 
DINAMO. gird ooo ios ¢ aren Oe hae eee None None 


CHAPTER XIII 


Average Collection Period 


Quality and quantity are attributes that the natural scientist tells us 
are of unusual importance. ‘Indeed, the qualitative,’’ Alexis Carrel metic- 
ulously summarized, ‘‘is more difficult to study than the quantitative.” 
These two attributes are equally significant in analyzing the total of notes 
and accounts receivable in a balance sheet. Are the receivables in healthy 
shape or not? Do they contain a substantial proportion of past-due ac- 
counts? Are some accounts carried in the receivables ledger even though 
they are worth no more than ice in Iceland? That it is of the utmost im- 
portance to analyze the receivables is evident from the fact that only the 
cash and readily marketable securities in a balance sheet are more liquid. 

A member of the management staff of a business enterprise, a lending 
banker, the accountant on the books, and occasionally a mercantile credit 
manager may obtain. an aging of the receivables of a concern, that is, a 
breakdown showing the amount not due on a particular date, the amount 
up to 30 days past due, 31 to 60, 61 to 90, 91 to 180, and over 180 days 
past due on original terms of sale. In particular situations it is pertinent 
that the aging be made on the original terms of sales, as past-due accounts 
receivable might have been closed out with notes receivable, and the 
notes receivable in the usual aging would be considered not due if the 
notes had not matured. This detailed information, together with a knowl- 
edge of the amount recently charged off for bad debts, is of the greatest 
help in determining the condition of the receivables, but in too few cases 
is this information available. Under the circumstances, the analyst is left 
to his own ingenuity, which invariably means a study of the receivables 
by means of the average collection period. 


NEED OF SELLING TERMS 


The one immediate measure of the qualitative condition of receivables 
is to compare the average collection period, based upon the volume of net 
sales, with the terms of sale used by the particular business enterprise 
whose figures are being analyzed. If a wholesaler of groceries is selling 
merchandise on terms of 2 per cent discount in 10 days, net 30 days, the 
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average collection period, if the receivables are sound, should be only 
slightly in excess of 30 days, at the most, not more than 40 days. If the 
average collection period were 54 days, something would be radically off 
color and an aging would be essential for further careful study. Without 
an aging, the analyst would be forced to assume that a large portion of the 
receivables were uncollectible. 

No item of receivables can be analyzed without ascertaining the exact 
terms of sale used by a particular business enterprise. An average collec- 
tion period of 60 days would carry one meaning on net selling terms of 30 
days and another implication on net selling terms of 60 days. Where a 
concern uses different selling terms for different trades or for different 
products, such as cash, 30 days open account, and an installment basis, 
the analysis of receivables becomes almost as complicated as the study of 
an item of investments. It is also important that the accounts and notes 
receivable represent only merchandise sales and that they do not include 
receivables for the sales of real estate, fixtures, machinery, and equip- 
ment, or loans to officers, to directors, or to others. 


COMPUTATION OF AVERAGE COLLECTION PERIOD 


What is an average collection period based upon the volume of net 
sales? There is a simple mathematical formula for obtaining this figure so 
essential in a study of the quality of receivables. The first step in that for- 
mula is to divide the annual net credit sales by 365 days to obtain the 
average amount of credit sales per day. Then the total of the accounts and 
notes receivable (together with any discounted notes) is divided by the 
average net credit sales per day to obtain a figure which represents the 
average collection period. The term annual net credit sales is used, as, in 
the case of a retail store which sells both for cash and on charge accounts, 
the cash sales must be deducted from the annual net sales to obtain the 
volume of annual net credit sales; in case installment sales are also made, 
the entire selling price of such sales, including the down payment, must 
also be deducted. No loss is assumed on cash sales and they do not figure 
in the process of determining an average collection period. Installment 
sales are deducted because a separate computation must be made to deter- 
mine the average collection period of the long-term receivables created by 
sales of this type. The formula for computing the average collection period 
for the typical business enterprise is as follows: 

Net credit sale for 1 year 
365 days 
Accounts receivable + notes receivable 


(including discounted notes receivable) 
Net credit sales per day 


= net credit sales per day 


= average collection period 
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If the net credit sales used in this formula are for a period of 6 months, 
then the denominator of the first fraction is 182.5 days instead of 365 days; 
if the net credit sales used are for a 3 months’ period, then the denomi- 
nator is 91 days. Any reserves for bad debts should be deducted from the 
accounts and notes receivable to obtain a net figure of accounts and notes 
receivable to be used in this formula. By substituting the fraction 


Net credit sales for 1 year 
365 days 


for net credit sales per day in the second equation, at the bottom of the 
preceding page, we arrive at the following formula: 
Accounts receivable + notes receivable 


(including discounted notes receivable) 365 
1 net credit sales for 1 year 


accounts receivable + notes receivable 


(including discounted notes) X 365 . : 
= net credit sales for 1 year SI OETSOHON SATO DINO: 


Illustration 1 


A manufacturer of women’s full-fashioned hosiery sells direct to retail 
stores. For the last fiscal year net sales amounted to $1,500,880; the total 
of accounts and notes receivable in the fiscal balance sheet amounted to 
$140,230. To obtain the average collection period according to the first 
formula given above, $1,500,880, the annual net sales, is divided by 365 
days which gives an average of $4,112 net credit sales per day. The total 
receivables of $140,230 is now divided by $4,112 and we obtain 34 days as 
the average collection period. If we use the second formula given above, 
the receivables of $140,230 are multiplied by 365 days to give a figure of 
$51,183,950 and this amount is divided by $1,500,800, the annual net 
sales, giving the same average collection period of 34 days. 

These detailed mathematical processes are streamlined by the use of 
Schedule 40. In the horizontal line of figures on the top of this schedule, in 
bold face type, we find the first three digits of the sales figures, 150. This 
figure appears on page 363. Then we find the first three digits of the receiv- 
ables, 140, in the vertical column either at the extreme right or the ex- 
treme left of the table. Where the projected series of figures from these two 
points intersect is the number 34.1, which is our average collection period. 


Illustration 2 


A department store has net annual sales of $8,642,000. Of this amount, 
$5,042,000 represents cash sales and the difference of $3,600,000 repre- 
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sents charge accounts payable on the first of the following month. The 
fiscal balance sheet of January 31 shows accounts receivable of $340,000. 

The volume of cash sales of $5,042,000 plays no part in determining the 
average collection period; only the charged sales of $3,600,000 are used. 
As in the preceding case, net credit sales per day are determined by divid- 
ing the charged sales by 365 days, which gives a figure of $9,863. This 
amount is then divided into the accounts receivable of $340,000 to arrive 
at the average collection period of 34.5 days. 

This process again is simplified by using the accompanying table. The 
first three digits of the charged annual volume, namely, 360, are located in 
the top line of Schedule 40 on page 365, and the first three digits of the 
receivables, namely, 340, are found in the vertical column at the right 
side of the page. The two projected lines cross at 34.5, which is the average 
collection period. 


Illustration 3 


Probably the most complicated situation in which to determine an aver- 
age collection period is in the case of a business enterprise, such as a furni- 
ture store, that sells merchandise on three different terms of sale at the 
same time, for cash, on charge accounts payable on the first of the follow- 
ing month, and on installment terms payable monthly over a period of 1 
to 3 years. In such a situation, the net sales must be broken down into the 
volume handled (1) for cash, (2) on an open-account charge basis, and (3) 
on installment terms; and the receivables must be broken down into those 
representing (4) sales on an open-account charge basis and (5) sales on an 
installment basis. 

Here, for example, is a retailer of furniture that transacted an annual 
volume of net sales of $640,000. The last fiscal balance sheet showed ac- 
counts receivable of $18,046, installments receivable of $220,780, and a 
contingent liability of $100,000 for installment accounts discounted at a 
local banking institution. In the thorough investigation and study of such 
an enterprise it is necessary to obtain a breakdown of the annual net sales 
into the three categories described in the preceding paragraph. Upon re- 
quest, the treasurer of the corporation furnished the following segregation 
of the annual volume of business: 


iINetis2lestions Cash. sma cesein.. tec: ae: «heen = Pein arty hia wate Rie $ 90,000 
iNetioalesvonsOpen Accountie.cae... cure: oSlGk sohbet me aS ee nn ete 160,000 
Net Installment Sales on Average Terms of 18 Months, Payable Monthly.. 390,000 
Naina INE Sa, Se ee ee Oe ee ee eee as occ oe ae es $640, 000 


The determination of a single average collection period based upon net 
credit sales would be absolutely useless in the study of the receivables of 
this enterprise. A concern that’ sold 20 per cent of its annual net credit 
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TABLE FOR DETERMINING AVERAGE COLLECTION PERIOD 


OF BALANCE SHEETS 


Annual Net Credit Sales 


Receivables 


101 102 103 104 105 106 107 108 109 110 iii 112 113 114 

102 369 365 362 358 355 351 348 345 342 338 335 332 330 327 
104 376 372 369 365 362 358 355 351 348 345 342 339 336 333 
106 383 379 376 372 368 365 362 358 355 352 349 345 342 339 
108 390 387 383 379 375 372 368 365 362 358 355 352 349 346 
110 398 394 390 3886 382 379 375 372 368 365 362 359 355 352 
112 405 401 397 393 389 386 382 378 375 372 368 365 362 358 
114 412 408 404 400 396 392 389 385 382 378 375 372 368 365 
116 419 415 411 407 403 400 395 392 388 385 381 378 375 371 
118 427 422 418 414 410 406 403 399 395 392 388 385 381 378 
120 434 430 425 421 417 413 410 406 402 398 395 391 388 384 
140 506 501 496 492 487 482 478 473 469 465 461 457 452 448 
160 579 573 567 562 556 551 546 541 536 531 526 522 517 513 
180 605 644 638 632 626 620 614 609 603 598 592 587 582 576 
200 723 716 709 702 696 688 682 676 670 664 658 652 646 641 
220 4795 788 780 773 765 758 750 744 737 7380 724 71% 711 705 
240 868 859 851 842 834 826 818 811 804 797 7389 783 75 768 
260 940 931 921 913 904 897 886 879 871 863 854 847 840 833 
280 101 100 992 983 974 954 955 946 937 929 920 913 904 897 
300 6108 «#6107 «+106 105 104 103 102 10L 100 996 987 978 969° 961 
820° 116 Il4, 113 112 110 110 7 109 108 107 “10651057 104) 10s ee to2 
$40) 123) 1225 121) ALS 1S. A BTC 5 eta eS et eel ee Ome) 
860 130 129 127 126 125 124 123 122 121 119 118 117 «116 «115 
380. 137) 9186 9135) «133 132) 130) 129) 128) 1270) 1265) 12524123 22 
400 144 143 142 140 139 138 186 1385 1384 133 131 130 129 = 128 
420 152 150 149 147 146 144 1438 142 141 189 1388 137 136 134 
440 159 157 156 154 153 152 150 149 147 146 145 143 142 141 
460 166 165 163, 162 160, 4158 157 155 154), 153) 151 | 150), 149) 147, 
480 173 172 170 168 167 165 164 162 161 159 158 156 155 154 
500" 18l 179) 17.7 LS ATA 2) FON COM LES COR 16S 16 SEG N aaa GO 
520-188 186 184 182 181 78 Shir 176) 174 172 Avil 1705) 168 167 
540. 195 193. 191 189) 188, 186, 184) 182 S81) 179) U785 OL7 Oe eLT4 eli 
560 202 200 198 197 195 193 191 189 187 186 184 182 181 178 
680 210 207 206 203 201 200 198 196 194 192 191 189 187 186 
600 217 215 213 211 209 206 205 203 201 199 197 195 194 192 
620 224 222 220 217 215 214 211 209 208 206 204 202 200 198 
640 231 229 227 225 223 220 218 216 214 212 210 208 207 # «205 
660 238 236 234 232 229 227 225 223 221 219 217 215 213 211 
680 246 243 241 238 236 234 232 230 228 225 223 221 220 218 
700 253 250 248 245 243 241 239 236 234 232 230 228 226 224 
720 260 257 255 253 250 248 246 243 241 239 237 234 232 230 
740 #267 265 262 260 257 255 252 250 248 245 243 241 239 237 
760 274 272 269 267 264 262 259 257 254 252 250 248 245 243 
780 282 279 276 274 271 268 266 263 261 259 256 254 252 250 
800 289 286 283 281 278 275 273 270 267 265 263 261 258 256 
820 296 293 290 288 285 282 280 277 275 272 270 267 265 262 
840 303 300 298 295 292 290 287 284 281 279 276 273 271 4269 
860 311 307 305 302 299 296 293 291 288 285 283 280 278 275 
880 318 315 312 309 306 303 300 297 294 292 289 287 284 282 
900 325 322 319 316 313 310 307 304 301 298 296 293 291 288 
920 332 329 326 323 320 317 313 310 308 305 302 300 297 295 
940 340 336 333 330 326 323 320 318 315 312 309 307 304 301 
960 347 343 340 337 334 331 327 324 321 318 316 313 310 307 
980 354 350 347 344 341 337 334 331 3828 325 322 319 316 313 
1000 «9361 358 354 351 348 344 341 338 335 332 329 326 323 3290 


_—_—_— OO 


AVERAGE COLLECTION PERIOD 363 


[Schedule 40] 
Annual Net Credit Sales 


115 116 117 118 119 120 130 140 150 160 179 180 190 200 


324 321 318 315 313 310 287 266 248 233 219 207 196 186 102 ) 
330 327 324 322 319 316 292 271 253 236 223 211 200 190 104 
336 333 331 328 325 323 298 276 258 241 227 215 204 193 106 
343 340 337 334 331 329 303 282 263 246 232 219 208 197 108 
349 346 343 340 337 335 309 287 268 251 236 223 211 201 110 


355 352 349 346 344 341 314 292 273 255 240 227 215 204 112 
362 358 355 352 350 347 320 297 277 260 245 231 219 208 114 
368 365 362 359 355 353 326 302 282 265 249 235 223 212 116 
375 371 368 365 362 359 331 308 287 269 253 239 227 215 118 
381 377 374 371 368 365 337 313 292 274 258 243 230 219 120 


444 440 437 433 430 426 393 365 341 320 301 284 269 255 140 
508 504 500 495 491 487 450 418 390 365 344 324 307 292 160 
572 566 562 557 552 548 505 469 438 411 387 365 346 328 180 
634 630 624 618 614 509 562 521 487 456 430 405 384 365 200 
699 693 686 681 675 670 618 574 535 502 473 446 423 402 220 


762 755 749 742 736 730 674 626 584 547 515 487 461 438 240 
825 818 811 804 797 791 730 678 633 593 558 527 500 475 260 
889 881 874 865 859 852 786 730 682 639 601 568 538 511 280 
953 944 936 929 920 913 843 783 730 685 644 608 577 548 300 
102 101 999 990 982 954 899 835 779 730 687 649 625 584 320 


108 107 106 105 104 103 955 887 828 776 730 690 654 621 340 
tis 113] 1125 11% 110 109° 101 938 876 821 773 730 692 657 360 
LZ 20m LISS Tie Gs 15-107 9925 (9267 (867) SIG) 771 7380) 694 380 
127 126 125 124 4123 122 112 104 975 913 859 812 769 730 400 
133-132" 131 180 129 128 118 109 102 958 902 852 807 767 420 


140 138 137 136 135 1384 123 115 107 100 944 892 846 804 440 
146 145 143 142 141 140 129 120 112 105 988 934 884 9840 460 
152 151 150 148 147 146 1385 125 117 109 103 974 922 876 480 
158 157 156 155 153 152 140 130 122 114 107 101 961 «913 500 
tGom 164— 1625 1619 159) 158) 1469 135) 126" 1195 ATI 1058 100) ~948 520 


821 q BAIoDOy— 


171 170 168 167 166 #4164 +4152 141 131 123 #4116 «©6109 «#4104 985 540 
iieliOmliae lise lize NON 5%) 1465 136" 1287 120) 113" 107" 102 560 
1steelS2e 18 180R17 8) 176) AGS V5 14) 1325 1245 U7) WN 106 580 
190 189 187 185 184 182 168 156 146 137 129 122 115 = 110 600 
19 7elOome OS 192m 190% 188s i745 162" 15S 1415 1335 1268 119" 11s 620 


203 201 200 198 196 195 180 167 156 146 1387 130 123 117 640 
209 208 206 204 202 201 185 172 161 151 142 134 127 +=« 120 660 
216 214 212 210 209 207 191 177 +165 155 146 138 131 124 680 
222) 220° 218 2167 214 213 196 183 170 159 150 142 134 128 700 
228 227 225 223 221 219 202 188 4175 164 154 146 138 1381 720 


235) 2338 231 229° 227 225 207 #193 180 169 159 150 142 135 740 
2Al 239" 237 (2355. 233) “231” ~ 2137 198 185 173 163 154 146° 139 760 
247" 245 243° 240 239° 237 «219° 203 190 178 167 158 150 142 780 
D545) 72525249" 2479 245— (243° 225° 209) 195° 183" 172° 162) 154) 146 800 
260h 258) 256m 2545 251" 249" 230% 2145 199 187% 0 176) 166" 157 150 820 


266 264 2627 260 257° 255 236 219° 204 192 180 170 162 - 153 840 
273. 270- 268 266 263 261 241 - 224 209 196 185 174 165 157 860 
2m ide 24 272 270" 268) 247° 229 214 200) 189 178) 169) 161 880 
2855 28an 280) 2789 (276 274° 252° 235 219 205° 393° 182° 173) “164 900 
292 289 286 284 282 280 258 240 224 210 197 186 177 168 920 


298 296 293 291 288 286 264 245 229 214 202 191 180 172 940 
305 302 299 297 294 292 269 250 233 219 206 195 184 175 960 
311 +308 305 303 301 298 275 255 238 223 210 199 188 179 980 
318 315 312 309 307 304 281 261 243 228 215 223 192 188 1000 
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TABLE FOR DETERMINING AVERAGE CoLLECTION PERIOD (Continued) 
Annual Net Credit Sales 


Receivables 
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[Schedule 40 (Cont.)] 


Annual Net Credit Sales 


350 360 370 380 390 400 410 420 430 440 450 460 470 480 


106 103 101 970 954 932 908 886 866 846 828 810 792 776 102 
108 105 103 100 974 950 926 904 884 863 844 826 808 791 104 
111 108 105 102 997 968 946 922 900 880 860 842 824 9807 106 
113 109 106 104 101 986 962 940 917 896 877 858 839 822 108 
115 111 #109 106 «#4103 100 979 956 934 913 892 873 854 9837 110 


M7 113) «11T) «6107:)«=— 105s 102 9999-974 «952 929 «909 «889 S870) Ss 852 112 
a9 «6116 112 110 «#4107 «©6104 )«©6101: «6 991 0 969 «948 «926 «= 905 «= 886 867 114 
PZ Ss 14S LE” 6109) 106)" 103° “101 (985° 952° 941 4921 “901 [883 116 
123 120 117 +4118 110 108 105 4103 4100 980 957 9387 918 898 118 
125 122 118 115 112 109 107 «+104 +4102 100 964 953 933 914 120 


146 142 138 134 131 128 #125 #4122 4119 4116 =+%114 #111 #«2£109 106 140 
167 1625 1585 1545 150 14675 1437 1389) 91386" 133° 130 127 "124 B22 160 
188 182 178 173 169 164 160 156 153 149 146 148 140 187 180 
Om 203e 10g LOZS IST 182 178) 174) 170) 166 162) 959) 855 1152 200 
ZoOmeccon, 21a 210 9 2068 2005) 196) 191" 187 7 183 179" 75) 171 “167. 220 


250 243 237 230 225 219 214 209 204 199 195 190 186 183 240 
271 263 256 250 243 237 231 226 221 216 211 206 207 # 198 260 
292 284 276 269 262 255 249 243 238 232 227 222 218 213 280 
313 305 296 288 281 274 267 261 255 249 243 238 233 228 300 
334 325 316 307 300 292 285 278 272 265 260 254 249 243 320 


355 345 336 326 318 310 303 295 289 282 276 270 264 258 340 
876 365 355 346 337 329 321 313 306 299 292 286 280 274 360 
396 385 375 365 356 347 339 330 322 315 308 302 296 289 380 
418 406 395 384 375 365 356 348 340 332 325 317 311 304 400 
438 426 415 403 393 383 374 365 357 348 341 333 326 320 420 


459 446 434 423 412 402 392 382 374 365 357 349 342 335 440 
480 467 454 442 431 420 410 400 391 382 373 365 358 350 460 
501 487 474 461 449 438 428 417 407 398 389 381 373 365 480 


So[qBAlo0ey 
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SHEETS 


TaBLE FOR DETERMINING AVERAGE COLLECTION PERIoD (Continued) 
Annual Net Credit Sales ——_—_—_—_—_—_ 


Receivables 


490 500 510 520 530 540 550 560 570 580 590 600 610 
102 760 745 730 718 (703 690 677 665 654 642 631 621 610 
104 775 760 744 731 716 703 691 678 668 655 644 633 622 
106 790 774 759 745 730 717 +704 692 679 667 656 645 635 
108 805 789 774 758 744 730 717 702 692 680 668 658 646 
110 820 804 788 772 758 744 730 717 705 692 681 670) 658 
112) 983409813) S02) meevSC NNT 2 ITO 7440 730 77 OSU COSMOS ZENEOAO 
114 850 833 816 801 785 771 757 743 730 718 706 694 682 
116 864 848 830 815 799 784 770 756 743 730 718 705 694 
118 880 852 845 829 814 798 784 770 756 744 731 718 706 
120 894 877 860 843 827 812 797 783 769 755 743 731 719 
140 104 102 100 983 965 946 929 913 897 882 866 852 838 
160) 5119) fil’? 5) a2 ee Oe OS 106mm 10401020 01 OOOMNEO74ammOog 
iy Tee Te ee YS ie) hh? HIRT ®lm 
200) 2140 9146 143 | 140) 9188e35)) tea 1800 128m 126 Toa oon 20 
220 164 161 158 155 152 149 146 143 141 138 186 134 182 
240) e790 i754 172) 169) CSIn 162M GOMNN 5740 154ml 540m Gnu 
260 194 190 186 182 179 176 173 170 164 163 161 158 4155 
280 209 204 200 196 193 189 186 182 179 176 173 170 168 
900) 224) 8219) 215 not) 207 m2 0S 200i 10CN 103mm SOmmnL SOME So mmm 70 
$20 238 234 230 225 221 216 213 209 205 201 198 195 192 
340 2531 9248) 243° 289 734 23082250 221 21S 14a 210 Oa o04 
860 269 263. 258 252 247 243 239 235 231 227 228 219 216 
960) 9284. 9275) 273) 26762125 On 248 40m 200 me Sooo 
400. 298 292 287 281 276 | 270 266 261 256. 252 248 243) 289 
420 314 307 301 295 290 284 279 274 270 265 260 255 251 
440 328 321 315 309 304 298 298 287 282 277 273 268 264 
AGO) 9348) 1336) 9.380 61823 S17 roll S06 mN SO00ME 295mm 200M SSSI EoSO MOD 
A800 9358) 9360) 6243) uess7 e331 mnc24neS19N S13) mn 308m S02MN 29720 2mEOS 
500 372 365 358 351 345 338 332 326 321 315 310 304 300 
B20) 6387 880) 6372 9865 19359 S52ueN SAG S30m S33I5 3270n 202 oi 7ammone 
540 402 395 387 379 372 365 359 352 346 340 335 329 324 
560 417 409 401 893 9 9386/8379 5372/9365) 359) 352m 347) 34336 
580 432 423 415 307 400 392 385 378 372 365 359 353 348 
600 447 438 429 421 413 405 398 301 384 377 371 365 359 
620 462 453 444 436 427 420 412 405 397 391 384 377 871 
640 477 468 458 449 441 433 425 417 410 403 396 390 383 
660 492 482 472 463 454 446 438 430 423 415 408 402 395 
680 507 496 487 478 468 460 452 444 436 428 421 414 407 
700 522 531 501 492 483 473 465 456 448 441 433 426 419 
720 536 526 515 506 496 487 478 470 461 453 446 438 431 
740 552 541 530 520 510 500 491 483 474 466 458 451 443 
760 566 555 544 533 523 514 504 495 487 478 470 463 455 
780 581 570 558 548 537 527 518 508 500 491 483 475 467 
800 596 584 573 562 551 541 581 622 512 503 495 487 479 
820 Gll 598 587 576 565 544 554 535 526 516 507 599 491 
840 626 613 601 590 578 568 557 547 538 529 519 511 502 
860 641 628 616 604 592 582 581 561 551 542 532 524 515 
880 655 643 630 618 606 595 584 574 563 554 545 536 527 
900 671 657 644 631 620 608 597 586 576 566 557 548 539 
920 685 671 659 646 634 622 610 600 589 579 569 560 550 
940 700 686 673 660 648 636 624 613 602 592 582 572 563 
960 715 701 687 674 661 649 638 626 615 604 594 584 575 
980 730 715 701 688 675 663 650 639 628 617 606 596 6586 
1000 745 730 716 702 689 676 664 652 640 629 619 608 598 
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Annual Net Credit Sales 
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[Schedule 40 (Cont.)] 


Seq ea 1a0077 


620 630 640 650 660 670 680 690 700 710 720 730 740 

601 591 582 573 564 556 548 540 532 525 517 510 504 102 
613 603 594 584 576 567 559 550 548 585 528 520 514 104 
624 615 605 595 586 578 569 561 553 545537) = 5380 523 106 
636 626 616 607 598 589 580 572 564 555 548 540 533 108 
648 637 628 618 608 599 590 582 574 565 558 550 542 110 
660 649 639 629 620 610 £601 593 584 576 568 560 553 112 
672 661 650 641 631 621 612 604 595 586 578 570 562 114 
684 672 662 652 642 632 623 614 605 597 588 580 572 116 
695 684 674 663 654 644 634 625 616 607 599 591 583 118 
707 696 685 674 664 654 645 6385 626 617 #609 600 592 120 
Seo Im SiGe Viol Toon «o2m. (426 7308 720) TON 700" 691 140 
943 927 913 898 885 872 859 846 835 823 812 800 789 160 
106 104 103 101° 996 982 967 953 939 926 913 901 888 180 
118 =116 114 112 110 109 107 ~=—106 104 103 101 100 =# 987 200 
130 127 125 123 122 120 Se UC oe See LOR Om 109 220 
141 139 137 135 133 131 129 127 125 123 122 120 £118 240 
153 150 148 146 143 141 139 137 136 134 1382 130 128 260 
165 162 159 157 155 =: 153 150 148 146 144 142 140 138 280 
177)~=—s:174 171 169 166 164 161 Us$3y EGY / 155 152 150 148 300 
188 186 183 180 177 175 172 170 =: 167 1657 «1627 ««160) «158 320 
200 197 194 191 188 185 182 LS OR (eee (Omer 2m Ome GS 340 
212 209 205 #202 199 196 193 LIOR SSS Som Sle SOme 7S 360 
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TaBLE ror DETERMINING AVERAGE COLLECTION PERIop (Continued) 
Annual Net Credit Sales 


750 760 770 780 790 800 810 820 830 840 850 860 870 


102 497 490 484 478 472 466 460 454 449 444 438 433 428 
104 506 500 493 487 481 475 469 463 458 452 447 442 437 
106 516 509 503 497 490 484 478 472 467 462 455 450 445 
108 526 519 512 506 499 493 487 481 475 470 464 459 453 
110 536 529 522 515 509 502 496 490 484 478 473 467 462 
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[Schedule 40 (Cont.)]} 


a Annual Net Credit Sales 
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498 493 487 482 477 472 467 461 457 452 447 443 438 120 


581 575 568 562 555 550 544 5388 532 527 522 516 511 140 
664 656 649 642 635 628 622 615 608 602 596 590 584 160 
(Ate (39) 00 a (22) 11d) 002 700, 4692) 1685) 678) G7) 664 657. 180 
Soles 1 se Sl2ZSO2 OF Son 10a coo) © 761) 875399 9745) 738 730 200 
913 903 893 883 874 864 855 845 837 828 820 811 803 220 


995 985 974 964 953 943 932 923 913 904 894 885 877 240 
108 107 105 104 103 102 101 100 989 989 969 959 949 260 
116 115 114 113 111 110 109 108 106 105 104 103 102 280 
125 124 122 121 EO ites IBI¢¢ 116 Uitsy at) ata 110 300 
133 132 130 129 127 126 124 123 122 121 119 118 # 117 320 


141 140 138 137 135 134 132 131 129 128 127. 126 124 340 
149 148 146 145 143 142 140 139 137 136 134 133 181 360 
158 156 154 153 151 150 148 146 144 143 142 = 141 139 380 
166 164 162 161 159 157 155 154 152 151 149 148 =146 460 
174 172 170 169 167 165 163 162 160 ite) alsy6 BSG}. ahiays 420 
183 181 179 177 175 173 170 169 167 166 164 163 = 161 440 
191 189 187 185 183 181 179 177 175 WAS LUZ ee 170)» lS 460 
199 197 195 193 190 188 186 184 182 181 sae alyere malig) 480 
207 =. 205 203 201 198 196 194 192 190 188 186 184 182 500 
216 214 211 209 206 205 203 201 198 196 194 192 190 520 


$914 BAIO09 3 


224g 222 219217) 204" 212 210) 208) 6205" 208) 201, 199. 197, 540 
232 230° «227-225 222 2200S 218) 216 2138S 2110 209 207) ~Ss 204 560 
240) 96238) 235 233-230) 228 225. 223) «9220 «218: «2165 214 212 580 
249 247 244 241 238 236 233 231 228 226 224 222 219 600 
257 254 251 249 246 244 241 239 236 234 231 229 226 620 


266 263 260 257 254 252 249 246 243 241 238 236 234 640 
274 271 268 265 262 259 #256 253 251 249 246 244 241 660 
282 279 276 273 270 267 +264 262 259 256 253 251 248 680 
291 288 284 281 278 275 272 270 267 264 261 259 256 700 
299 296 292 289 286 283 280 277 274 271 268 266 263 720 


307 -304 300 297 294 291 288 286 282 279 276 273 270 740 
815 312 308 305 302 298 295 292 289 286 283 280 277 760 
323 320 316 313 310 306 303 300 296 294 290 288 285 780 
332 328 325 321 318 314 311 307 304 301 298 295 292 800 
340 336 333 329 326 322 318 315 312 309 3805 302 299 820 


348 345 341 3837 #333 330 326 323 320 316 313 310 307 840 
357 353 349 345 341 338 334 331 327 324 320 317 ~=# 314 860 
365 361 357 353 349 345 342 338 335 331 328 325 321 880 
373 369 365 361 357 353 350 346 342 339 335 332 329 900 
381 377 3873 369 365 361 357 354 350 346 343 339 336 920 


390 386 382 377 373 369 365 361 357 354 350 347 343 940 
398 394 389 385 381 377 372 368 365 361 357 353 350 960 
407 402 398 393 389 385 381 377 373 369 365 362 357 980 
415 410 406 401 397 392 388 384 381 377 373 369 365 1000 


370 INTERNAL ANALYSES OF BALANCE SHEETS 


sales on open account terms and 80 per cent on installment terms would 
naturally have a radically different average collection period, if only one 
collection period were determined, than a concern that sold 40 per cent of 
its annual net credit sales on open account terms and 60 per cent on in- 
stallment terms. Moreover, an average collection period would be radi- 
cally different even if the percentage of sales on these two bases were the 
same, but in one case the installment sales were made principally on terms 
of 18 equal monthly payments, and in the second case on terms of 24 equal 
monthly payments. 

So we come to a situation where two average collection periods must 
be determined, (1) on the relationship between the annual net credit sales 
made on end-of-the-month terms and the specific accounts receivable out- 
standing on the fiscal date from these particular sales, and (2) on the rela- 
tionship between the annual net installment sales and the installments 
receivable outstanding on the fiscal date plus the amount of installments 
receivable discounted. Cash sales do not enter into the computation. 

On the basis of the volume of net credit sales made on end-of-the-month 
terms amounting to $160,000, and the accounts receivable outstanding of 
$18,046 on these sales, the average collection period is 41 days, determined 
as in the preceding illustrations. 

When we come to the determination of the average collection period on 
the installment accounts, the first step is to deduct the aggregate of down 
payments received during the year on the volume of the installment sales. 
If the typical terms of sale are 10 per cent down and the remainder pay- 
able in 18 equal monthly installments, we must first deduct $39,000 from 
the annual installment sales of $390,000, to arrive at a figure of $351,000 
which we might term net credit installment sales. This figure is now used 
along with the installments receivable of $220,780 plus the discounted 
installments receivable of $100,000, or a total of $320,780, to obtain an 
average collection period of 333 days, or 11 months. 

The average collection period on installment sales should be only 
slightly greater than one-half the terms of installment sales as, on the av- 
erage, approximately one-half the installment accounts should always 
have been collected. So here the average collection period of 11 months is 
compared not with the selling terms of 18 months but with one-half of 
those terms, or 9 months. 


USE OF COLLECTION TABLE 


Instead of carrying out the mathematical calculations used in these 
illustrations by longhand, by cancellation, or by means of a slide rule, the 
collection period may be found by ready reference to Schedule 40. Like all 
computations with tables of this nature, the place where the decimal point 
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is to be inserted must be determined mentally. In the first illustration the 
answer, as far as the table is concerned, might have been 341 days, 34.1 
days, or 3.41 days. Actually, however, a quick glance at the figures rep- 
resenting the net sales and the receivables would show that 34.1 days was 
the answer. 

Also, where the exact figure in the formula cannot be located on the 
table, such as sales of $55,500, interpolation must be used to place the col- 
lection period for that figure halfway between the collection period found 
for the particular amount of receivables under the two sales figures of 550 
and 560. Three cautions must be kept constantly in mind in determining 
an average collection period under any method. These are: 


1. Discounted notes or discounted installments receivable which create con- 
tingent liabilities must always be added to the total of accounts and notes receiv- 
able or installments receivable, as the case may be, to obtain the figure of total 
outstanding receivables which must be used in the computation. 


2. As already emphasized, cash sales must always be deducted from the total 
annual net sales of a retail store to obtain the figure of annual net credit sales on 
the basis of which the average collection period must be determined. 


3. If a retail store transacts a substantial volume of business on an installment 
basis, the annual net sales must be separated into the volume of business trans- 
acted on (a) cash terms, (6) regular open-account credit terms, and (c) installment 
terms; and the receivables carried in the balance sheet separated into sales 
made (d) on regular open-account terms, and (e) on installment terms. Then sepa- 
rate average collection periods must be computed upon the net credit sales on 
open-account terms, and upon the net installment sales after the deduction of the 
aggregate of all down payments. The results, that is, the average collection 
periods, must then be compared with the net selling terms used on open-account 
sales and one-half of the net selling terms used on installment sales. 


ILLUSTRATIONS OF RELATIONSHIPS 


From the earliest colonial days until the beginning of the nineteenth 
century it was customary to charge more for merchandise sold on credit, 
terms than for cash. In fact, during the colonial period, selling prices often 
depended upon the length of terms requested by the buyer.! 

Among the failures that received wide publicity in New York City dur- 
ing the panic of 1837 was that of the well-known business of Arthur Tap- 
pan & Co., wholesale and retail dealers in dry goods, largely imported 
from France and India. Walter Barrett in one of his volumes succinctly 
described this concern as ‘‘doing the largest silk business in the City . . . 
in 1826. It was a better class store than any of its neighbors, being built of 


1Foutke, Roy A., The Sinews of American Commerce, pp. 69-70 (Dun & Brad- 
street, Inc., New York, 1941), 
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granite.’’? Liabilities at the time of the failure amounted to what was then, 
and still is, the very impressive sum of $1,000,000. The obligations com- 
posing this debt were renewed by notes falling due in 6, 12, and 18 
months, and were promptly met and paid as they fell due. When this 
energetic Yankee merchant had opened this business in New York City, 
he had, contrary to all established business practices, decided to sell mer- 
chandise only for cash, ‘‘or short notes, as they were called, payable, with 
interest, at some bank,” and at one price. As his business expanded Tap- 
pan continued to sell at one price but he gradually departed from cash 
terms as more and more sales were made on credit. Here was a radical 
departure of the day; whether a customer purchased merchandise from 
Arthur Tappan & Co. for cash or on 6 months’ terms, he obtained the 
same price.’ 

Gouge explained the custom of the day in 1833, ‘‘Whoever sells on 
trust, puts on his goods an additional price, equivalent to the interest for 
the time to which payment is deferred. Sellers may persuade purchasers 
to the contrary, and, in some cases, capital may be so plentiful that the 
amount of interest on a small sum, for a short period, may be scarcely 
appreciable. In other cases, the increase of price is greater than the 
amount of interest; as with fashionakle tailors and shoemakers, who are 
forced to charge insurance on each item, and make the honest pay for 
themselves and the dishonest also.’’4 

With the exception of installment sales, where a finance and interest 
charge is added today, and the customary exception where anticipation 
is allowed by distributors of woolen and worsted piece goods at the rate of 
6 per cent per annum, and by more recently established retail ‘discount ”’ 
stores, business in the United States is transacted quite generally in the 
manner stated by Arthur Tappan & Co. The price is the same whether 
payments are made immediately by cash or on open-book charge account. 


Wholesaler of Electrical Supplies 


In 1944 the Electrical Supply Wholesale Corp. was organized as a pro- 
prietorship to distribute electrical parts and supplies to retail stores, in- 
dustrial concerns, and electrical contractors. In 1953 the business was 
incorporated under the present style, all the common stock except qualify- 
ing director shares being owned by the former proprietor. The business 
had been started with a moderate capital of $5,000. From this beginning 


> Barretr, WaLterR, The Old Merchant of New York City, Vol. I, p. 229 (Worthing- 
ton Co., New York, 1885). 


* Tappan, Lewis, The Life of Arthur Tappan, pp. 60-61, 73 (Hurd and Houghton, 
New York, 1870). 

‘Goucr, WitiiaM M., A Short History of Paper Money and Banking in the United 
States, p. 22 (T, W, Ustick, Philadelphia, 1833). 
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the tangible net worth had grown to $100,306 in year A, all coming from 
retained earnings except the initial $5,000 and an additional $25,000 
which was subsequently paid in. 

Since the incorporation, net profits have been earned yearly with the 
exception of 2 years. The variety of electrical parts and supplies handled 
has kept growth with the expansion in this type of activity. Approxi- 
mately 80 per cent of the annual volume of sales during the past 3 years 
has been transacted with retail stores and the remaining 20 per cent with 
industrial concerns and contractors. All sales are made on the standard 
terms in this line of business of 2 per cent discount in 10 days, net 30 days. 
Except for a slight increase in sales during the spring months, the volume 
is quite steady throughout the year. The comparative figures of this cor- 
poration for the last three fiscal years appear in Schedule 41. The tangible 
net worth for each year represents the sum of the common stock and sur- 
plus, less the $12,000 carried as good will in each of the balance sheets. 

The comparative figures disclose a drop in net sales from $460,856 to 
$410,498 between year C and year B, and then an increase to $526,751, or 
27.2 per cent, in year A. Net profits amounted to $4,346 in year C, 
dropped to $2,760 in year B, and then expanded on the increased volume 
to $13,350 in year A. Dividends were paid during each year but were 
somewhat less then the net profits. Tangible net worth accordingly grew 
from $90,196 to $100,306 over these years. 

Along with the expansion in tangible net worth came a more rapid 
growth in current liabilities. From $80,188 in year C, the current debt 
increased to $94,386 in year B, and then to $177,117 in year A. The cur- 
rent liabilities expanded to carry the larger current assets, which increased 
from $160,764 in year C' to $259,518 in year A. Between these 2 years all 
the items in the current assets increased. The two items which are of par- 
ticular interest in this chapter are the notes receivable and the accounts 
receivable. The fluctuation in these two items will readily be seen in the 
following table: 


Year C Year B Year A 
INGtesBRecelvab lem wkimeit fees tenses oe $2,122 $ 2,080 $ 5,256 
IN CCOUNUSPEVCCELVA DIO neg tim, 3. dcral-teta ey Pas chickens 95,706 90,959 125,050 
MovaleRecetvablessernihrs oon ve tons eee $ 97,828 $ 93,039 $130, 306 
INIGS SEIS a os catert Ate ePoeaneT Cree ee ee ea 460, 856 410,498 526,751 
Average Collection Period, in Number of Days. eel 83 90 


As the net sales decreased between year C and year B, the total of notes 
and accounts receivable dropped from $97,828 to $93,039. As the net sales 
expanded to $526,751 in year A, the total of notes and accounts receivable 
increased from $93,039 to $130,306. The fluctuating trend of outstanding 
receivables would naturally be expected to follow the trend in the volmue 
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of net sales, but when an analysis is made, it is evident that the trend of 
the receivables was a modified trend and that the receivables were notice- 
ably heavy. 


(Schedule 41] ELEcTRICAL SUPPLY WHOLESALE Corp. 
Comparative Figures for Years Ended June 30, 19— 
(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
(ORS hte sn cede Me Bie Se ne ee ae ahr ERS A $ 4,102 $ 17,287 $ 12,623 
INotestRecelviables ams sore rena 2, 122 2,080 5,256 
INE COUNUSSINE CEL AlD Lomein aaa trsn tee 95,706 90,959 125,050 
Inventory sem vy. shee ed: 85 eee 58, 834 67,379 116,589 
CamrenteAa sscts mars ee ee $160,764 $177,705 $259 , 518 
HixedbAssets.a Netter ciceci 1, etter 6,302 5,599 6,616 
Miscellaneous Receivables............. 1,905 1,555 9,957 
IRrepaid xpense em ear te eer ee 1,413 483 1,332 
Goode Wille okey eye Cah ees 05 ve: re 12,000 12,000 12,000 
ARGUE Oe ee ae ey OO mae oe $182, 384 $197 , 342 $289 , 423 
LIABILITIES 

Notes#PayablextopBanknsus 08+ sree $ 7,000 $ 15,000 $ 23,500 
NECOUNL SHEA ADL Cen. an cure etl: ae amet 61,763 48 , 884 107, 897 
INCOMUEN Cie g ocean em Mees Bent Seta 5,781 5, 442 4,154 
DuertorOmcersm- ene ie ee ye eee 5,644 18, 862 25,543 
DUE tOnOGherss wawruat. oe. ke eee eee 6,198 16,023 
Ornmentalabilitresie ate Tene ee ne ioe $ 80,188 $ 94,386 $177,117 
(OTM ONS LOC Kiger sewee ear eee eee 100, 000 100, 000 100,000 
SULDIUSR GS ee are eet Ree oe A oe, Meee, 2,196 2,956 12,306 
SWS CN ha ne eR An ek eM ye $182,384 $197 , 342 $289 , 423 
Negvorkurgi Capidlenss Anne SES ODT $ 83,319 $ 82,401 
Crirentit0 Pe een ees ee 2.00 1.88 1.47 
ILONUGCDLCRINICC AV (Oe $ 90,196 $ 90,956 $100, 306 
INGtiSales. ay cee a. eee ee. $460, 856 $410, 498 $526,751 
INGtERrO fi ten Sete sie oes hee ee ate 4,346 2,760 13,350 
Dividends eee) 1. yu Ma ee. 2,000 2,000 4,000 


On the basis of the yearly net sales of $460,856, the total of notes and 
accounts receivable of $97,828 outstanding at the end of year C gave an 
average collection period of 77 days. The decrease in the total receivables 
between year C and year B was only 4.9 per cent, while the drop in net 
sales was 10.9 per cent. As a result of this smaller decrease, the average 
collection period of the outstanding receivables increased to 83 days in 
year B. This trend continued to a collection period of 90 days in year A, 
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In other words, the average collection period went steadily upward, indi- 
cating that an increasing proportion of the receivables was becoming more 
and more past due. 

Not only had the average collection period been heading in the wrong 
direction but the period of 77 days reflected by the figures for year C was 
heavy. This is evident as soon as one learns that sales of the Electrical 
Supply Wholesale Corp. were made entirely on terms of 2 per cent dis- 
count in 10 days, net 30 days. In theory, the average collection period on 
these terms should be somewhat less than 30 days, depending upon the 
proportion of sales which were paid on discount terms. On the general 
assumption that all payments were being made promptly on net terms 
the average collection period would be exactly 30 days. 

Instead of 30 days, we have 77 days for year C, 83 for year B, and 90 
for year A. On this basis at least 61 per cent of the receivables in volume 
were past due in year C, at least 63 per cent in year B, and at least 66 per 
cent in year A. The receivables were noticeably weak and undoubtedly 
have included over the years an increasing proportion of worn-out, useless, 
and uncollectible accounts. 

Condensed Analysis. The figures for year C disclosed an apparently 
satisfactory financial condition, with one exception. The current liabilities 
were in satisfactory proportion with the current assets, the inventory was 
moderate when compared with both the net sales and the net working 
capital, the fixed assets were relatively nominal, operations were profit- 
able, and the current ratio was just two for one. The one exception was the 
total of notes and accounts receivable which at $97,828 gave the average 
collection period of 77 days, as computed above. This collection period 
was more than twice as long as the net selling terms of 30 days and indi- 
cated that a very substantial proportion of the receivables was long past 
due and undoubtedly uncollectible, especially as no material increase in 
sales took place in May and June of year C. In this situation, an attempt 
was made to secure an aging of the receivables which would show the 
exact amount not due, and the amounts past due for various stipulated 
periods of time. This information would have given an accurate picture 
of the receivables. The fact that the figures were unaudited and that 
the management refused to make this detailed aging available would 
seem to confirm the fact that heavy uncollectible accounts were included. 

During year B, the current assets increased as a result of carrying 
larger cash and a larger inventory. The current liabilities expanded from 
$80,188 to $94,386 and the current ratio dropped. Although the inventory 
went from $58,834 to $67,379 it continued in satisfactory proportion. In 
these figures, the receivables again represented the fly in the ointment. 
With total notes and accounts receivable of $93,039 and net sales for the 
year of $410,498, the average collection period went up from 77 to 83 days. 
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Apparently the receivables for year B included a somewhat higher pro- 
portion of uncollectible accounts. 

By the time the figures for the end of year A were put together, the 
situation had degenerated quite considerably. Now we find four loop- 
holes. The inventory suddenly jumped from $67,379 to $116,589 and was 
at least $40,000 too high. Miscellaneous receivables, which represented a 
loan to a vice-president of the business, increased from $1,555 to $9,957. 
These funds were needed in the business and the loan should never have 
been made. The current liabilities at $177,117 were excessive compared 
with (a) the current assets and (b) the tangible net worth. To carry the 
growing current assets, the president had gradually increased his loan to 
the business to $25,543, and $16,023 had been borrowed from his brother- 
in-law. The current ratio was low. Last but not least was the problem of 
receivables which had persisted over the years and now showed an average 
extended collection period of 90 days. Somewhat over half of the receiv- 
ables would probably never be collected. No aging was available. 

What was needed here was a good public accountant on the books, 
someone who knew receivables and who would charge off or set up reserves 
on all questionable accounts. If half the receivables were worthless, that 
would mean that approximately $70,000 in valueless assets were being 
carried on the books, and instead of $100,306 the concern had a tangible 
net worth of approximately $30,000. If the real tangible net worth was in 
the neighborhood of $30,000 it was hardly sufficient to support current 
liabilities of $177,117 and the corporation was in financial trouble whether 
the management was or was not aware of the facts of life. 

The only way to work this establishment out of its morass, after charg- 
ing off or setting up reserves against all questionable accounts, would be 
for the president to accept stock for the $25,543 due to him, for his brother- 
in-law to do the same for the $16,023 due to him, for the inventory to be 
liquidated down to a figure between $50,000 and $60,000, to collect what- 
ever amount was possible from the vice-president who owed $9,957, and 
for credit to be extended in future operations with extreme care. If some 
such policies were not followed, the concern would probably be able to 
liquidate its affairs and pay creditors close to 100 cents on the dollar at 
this time; continued unsound operations for 2 or 3 additional years might 
well impair the capital, and in such a situation the stockholders might be 
wiped out and creditors would take a considerable loss in the final 
liquidation. 


Wholesaler of Toys 


The business now known as the Wholesale Toy Corporation was organized 
in 1950 as a proprietorship with an initial tangible net worth of $15,000. 
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At the end of year A, operations were being conducted on an authorized 
capital of $250,000 five per cent cumulative preferred stock of which 
$210,700 was paid in, and 1,000 shares of common stock, no par, carried 
at $56,015. The difference between the original tangible net worth of 
$15,000 and the present net investment of $266,715 had come entirely 
from retained earnings. The organizer of the business died shortly after 
the incorporation. The present staff of officers are all experienced men in 
this field who have grown up with the business. 

Activity consists of wholesaling toys, dolls, games, and sporting goods. 
Sales are made primarily to retail toy, department, and sporting goods 
stores throughout the country, on terms of 2 per cent discount in 10 days, 
net 30 days. The business is highly seasonal with the peak in shipments 
being reached in September or October. 

Schedule 42 shows the comparative figures for the last 3 years. Opera- 
tions were conducted profitably over this period. Cash dividends, amount- 
ing to $10,535, were paid only during year A. During year A, however, 
there was also declared and paid a dividend of $20,600 in 5 per cent 
cumulative preferred stock. The tangible net worth expanded steadily 
from $237,945 in year C to $266,715 in year A, and the net working capital 
from $168,800 in year C to $199,680 in year A. In addition, a desirable 
“reserve”? was carried among the other assets in the form of the cash 
surrender value of life insurance on the lives of the officers. In year A, 
this item amounted to the appreciable sum of $27,609. 

Over the years, the inventory had been brought to a low amount on 
each fiscal date, the fixed assets had been very moderate, the amounts 
due from officers had not been large, and the net sales expanded each 
year. The only two items which appeared heavy were the receivables 
and the current liabilities. If the receivables were extended and included 
a substantial amount of past-due and uncollectible accounts, then the 
current liabilities, as well as appearing heavy, would actually be heavy. 
On the other hand, if the receivables should be in healthy shape, then 
the current liabilities would not be out of line, and along with all the 
other favorable features, the figures would represent an attractive finan- 
cial condition. 

With this obvious fact in mind, let us analyze the accounts and notes 
receivable. The comparative pertinent figures are as follows: 


Year C Year B Year A 
Notesskecetvablemen as ant briateesae ake He, WES) $ 6,780 $ 8,816 
Aecoumss hecelvablen..s2 ssa 05 a2 ese. e 332,754 371,020 401,161 
MotaleReceivables ese a5.0n0 seace seen. $ 337,913 $ 377,800 $ 409,977 
ING GES al CPE EER isles hdc te caletooras sae lors 1,385, 464 1,483,670 1G) Ely 


Average Collection Period, in Number of 
Days rem ene colcive Toute wero 89 93 96 
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On selling terms of 2 per cent discount in 10 days, net 30 days the 
average collection periods, based on the respective annual net sales, were 
89 days, 93 days, and 96 days. Here was a slow but steady increase in 
the average collection period. The probable conclusion would be that 


(Schedule 42] WHOLESALE Toy CORPORATION 
Comparative Figures for Years Ended January 1, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Cashecpe sre eras Le $ 19,834 $ 25,877 $ 24,960 
Notes Receivable............... 5,159 6,780 8,816 
Accounts Receivable............ 332,754 371,020 401,161 
InventOrva. peeerer tee cee one 67,659 103, 238 116, 056 
CurrenteAissetsnge pene ee $ 425,406 $ 506,915 $ 550,993 
Hixed Assets Neti. asesne a) ae 13,316 14,891 11,343 
ImVviestinen tse ner aetna ae 7,284 3,000 3,000 
WtiesromeOiicerseer sae nears 6,109 4,165 8,918 
Miscellaneous Receivables....... 9 , 682 1,850 5,912 
Weterredmiteniset seen 10, 287 14,645 10, 253 
Cash Value of Life Insurance... . 22,467 23,483 27,609 

PC ODA. 2 Sobre ES. Fs SO $ 494,551 $ 568,949 $ 618,028 

LIABILITIES 

Notes Payable to Banks........ $ 75,500 $ 67,750 $ 93,750 
Accounts Payable. .2.. 7.2.7.2. : 173,576 238,143 241,045 
ACCT sean rey SA ainetars. Keats 4,019 6,369 8,446 
Reserves for Taxes............. 3,511 7,704 8,072 
Cainrentli CULL LeS ae ani ere $ 256,606 $ 319,966 Seooleols 
5% Cumulative Preferred Stock. 190,100 190, 100 210,700 
Common Stock, No Par......... 47 , 845 58, 883 56,015 

aD OM AT 40 US reek CoRee) toe., Be $ 494,551 $ 568,949 $ 618,028 
Net Working Capital............ $ 168,800 $ 186,949 $ 199,680 
CURTent Gio. Seat ee eee 1.65 1.58 1.57 
Tangible Net Worth............. $ 237,945 $ 248,983 $ 266,715 
Net Sales...... tg Mioape end . $1,385,464 $1,483,670 $1,552,517 
INCTERLOTUA ere oe ears. es a 2,759 11,038 28, 267 
Dividends2*. a9 nd aa ae & None None 10,535 


between one-half and two-thirds of the receivables on the consecutive 
fiscal dates were extended. But in this particular situation, the obvious 
conclusion might possibly be incorrect. 

Notice that the fiscal date of the figures was January 1, namely, 
prior to the receipt of payment for the heavy December sales, and in 
many cases for November sales. In a case like this, either one or both 
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of two schedules are desirable. The first schedule would be an aging 
of the receivables on the statement date showing the amount not due, 
and the amounts 30, 31 to 60, 61 to 90, 91 to 120, and more than 120 
days past due. The second schedule would show the exact amount of 
the receivables collected during the month of January, and, if the auditors 
did not get on the books until March, then the amount of receivables 
in the fiscal balance sheet also collected in the month of February. With 
a highly seasonal business such as a wholesaler of toys, either one or 
both of these schedules would throw additional light on an average 
collection period. 

In this case, we do not have the first schedule, but we do have the 
second schedule. Of the accounts and notes receivable aggregating 
$409,977 at the end of year A, a total of $249,950, or 60.9 per cent, was 
collected during the single month of January. By February 28 an addi- 
tional $133,595 of these particular receivables had been collected, leaving 
only $26,432 outstanding on the books. In the 2 months following the 
statement date 95.5 per cent of the receivables had been collected, a 
splendid record. Similar information available for year C and year B 
showed corresponding collectibility of the receivables in the balance 
sheets of those years. 

The cash realized from these collections in January and February 
following the year A balance sheet was immediately used to reduce the 
current liabilities. The accounts payable of $241,045 shown in the balance 
sheet at the end of year A had been paid in full, and by March 1 the 
notes payable of $93,750 had also been retired. rom this additional 
information it is clearly evident that the fiscal figures were at a peak, 
but a controlled peak, on the statement date and that affairs were really 
in healthy shape at all times notwithstanding what appeared, at first 
glance, to be heavy collection periods. 

Condensed Analysis. This analysis indicates that the Wholesale Toy 
Corporation has been a well-managed, aggressive, successful enterprise. 
Not only has progress been made from year to year, but, of fully equal 
importance, the financial condition has been kept uniformly in well- 
balanced condition. 

The one place open for real improvement is in the operating results. 
Over the 3 years net profits fluctuated from $2,759 in year C to $28,267 
in year A. Over these years the net profits averaged $14,021, or 5.59 per 
cent on the average tangible net worth and 0.95 per cent on the average 
yearly net sales. Profit margins of these percentages were low and would 
indicate that a careful analysis of the income statement was most essen- 
tial. Either the markup on cost of sales had been competitively low 
giving a low gross profit, or some items of expense had been relatively 
heavy, cutting in on a normal percentage of gross profit. The correction 
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of either one or both of these situations would increase the net profits to 
a percentage more commensurate with this field of activity. 


Manufacturers of Plumbers’ Specialties 


In 1932 this enterprise was incorporated with an authorized and paid-in 
capital of $250,000 all common stock as the Royal Foundry Co., Inc. 
Operations were conducted over the years with widely fluctuating results; 
net profits were earned in some years and losses were assumed in others. 
The net sales, however, expanded quite steadily and the net working 
capital increased in a satisfactory proportion. Profits were retained in the 
business in certain years, and when more funds were needed than the 
reinvested net profits furnished, additional funds were obtained by the 
sale of stock and first mortgage bonds for cash. 

In 1940 a sharp decline in net sales led into several years of heavy 
losses. By 1948 the shrinkage in the tangible net worth and the burden 
of interest charges on the first mortgage bonds forced the filing of a 
voluntary petition for reorganization under Section 77b of the Bank- 
ruptcy Act. The plan for reorganization approved during the following 
year provided for a change in style to the Plumbers Specialty Mfg. Corp. 
and for the issuance of new 10-year 5 per cent first mortgage bonds and 
common stock to all creditors. 

Upon reorganization the manufacture of several of the old lines such 
as radiators, boilers, and synthetic marble was discontinued. Operations 
were concentrated on the production of soil pipes and fittings, pressure 
pipes and fittings, steam fittings, and brake shoes. Four plants are now 
operated in different sections of the country and five warehouses are 
maintained in centers to handle distribution. Sales are made to jobbers, 
municipalities, public utility companies, and the plumbing supply trade 
on regular terms of 30 days net. Figures over the past 3 years disclose 
the comparative condition shown in Schedule 43. 

At each successive fiscal year, the current assets increased. Between 
year C and year B, for example, the current assets expanded from 
$1,634,313 to $1,984,581 and from year B to year A from $1,984,581 to 
$2,368,156. As the current assets expanded the current liabilities and 
the total liabilities expanded. From year C to year A, the current liabili- 
ties went up from $344,833 to $978,846 and the total liabilities from 
$1,343,633 to $1,853,756. 

Net sales likewise increased each year. For year C the net sales aggre- 
gated $4,060,369, for year B $4,961,842, and for year A $5,234,218. 
As the net sales expanded, the operating results improved. A very 
substantial loss of $351,898 recorded on operations for year C was changed 
to a net profit of $88,102 on operations for year A. 
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PuLumBEers SrecraLtty Mra. Corp. 


Comparative Figures for Years Ended December 31, 19— 


081 


[Schedule 43] 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ed IE a nd Ps og Te Oe 
ASSETS 

SASHA ee $ 156,245 $ 185,133 $ 138,967 
Notes Receivable............... Pal BVA 60,622 62,150 
Accounts Receivable............ 411,310 740,171 1,055, 226 
MERAVCMILOLV MER eee Met a ous 1,045 , 487 1,048,655 1,111,813 
UIT CIUEAS SCS rae eae ae $1, 634,313 $1,984,581 $2,368,156 
DUNG eo eet ee, ek ee 402, 487 402 , 487 402 , 487 
‘SiMe tioWeh ING so Abate oa doo oes 1,023,350 O22"302 1,032,554 
Machinery and Equipment, Net. 1,300,552 1,298,809 1,303,305 
EMviestMentS sates se.” 49 ,302 49 ,302 36,000 
Prepaid: Hixpenses'c... 0.5. ys 5 56,874 58,281 315253 
Unamortized Bond Discount... . 29,576 20590) | > lng noes 
BACCIIUS Se cee taco nes. ae 1 1 1 

TOWNS, Aine eins Aa eee eee ee $4,496, 455 $4,817,822 $5,173,756 

LIABILITIES 

Notes Payable to Banks........ $ 150,000 $ 300,000 $ 500,000 
Notes Payable to Trade........ ZESOO 2 Gt CAH ALT, hh VOREY SEES eae 
Accounts Payable...:.......... 92 , 256 91,931 200, 628 
PACCLULAIS weten eeneek mies crue, 99,777 109,573 111,897 
RCSeIVeSHOLEnaAX CSc ie. Ore RIAs oe ale chtiet ens Pe te then epee 11,021 
MorntcacerBondssipuespuis sasens Tee eo ge) VMTN Nee 8 155,300 
Current TAGbitiesa.. to. an: $ 344,833 $ 501,504 $ 978,846 
5% First Mortgage Bonds...... 998 , 800 1,095,800 874,910 
Wotaliiabilitiess.: ae ts... Le $1, 343, 633 $1,597,304 $1,853,756 
5% Cumulative Pref. Stock..... 370,300 370,300 370,300 
CommmonSuockeey asd Leas 632,793 633 , 348 637 , 683 
Capitalgsurplusac nr os 2,085,762 2,088,074 2,095,119 
Retained Harnings............. 63 , 967 128,796 216,898 

PRO DAT MST Ae OF ei SEND ooh atl $4,496,455 $4,817,822 $5,173,756 
Net Working Capital............ $1,289,480 $1,483,077 $1,389,310 
COTROE TTUMO. oon 5-4 a wee ae 4.74 3.96 2.42 
Tangible Net Worth............. $3,123,245 $3,218,458 $3,319,999 
NetiSales oe ry) sn raee chet cress $4, 060, 369 $4,961,842 $5, 234,218 
PERSP TONER elem th iG. Cokes 6 (L)351, 898 64,829 88, 102 
DD VAG EMG Sasa 8 vectored ee es None None None 


Net working capital fluctuated over the 3-year period. Between 


year C and B, the net working capital increased from $1,289,480 to 
$1,483,077 as a result of the net profits retained in the business and the 
increase in the outstanding 5 per cent first mortgage bonds of $97,000. 
The net working capital then dropped to $1,389,310 by the end of year A 


382 INTERNAL ANALYSES OF BALANCE SHEETS 


as a result primarily of retiring a block of first mortgage bonds materially 
in excess of the retained net profits of $88,102. 

As the net sales increased, the inventory expanded moderately 
while the receivables expanded very rapidly. This one item appeared 
to be getting somewhat out of line. Let us analyze the receivables and 
see: 


Year C Year B Year A 
INotesphecelviablems ss ee eee meee Loo $ 60,622 $ 62,150 
Accounts Recelvabletas anne eo anes 411,310 740,171 1,055, 226 
Motalaheceivableswy.07 1) eee $ 482,631 $ 800,793 $1,117,376 
ING ti Sales secre eee ee ete ee ee 4,060,369 4,961,842 5, 234, 218 
Average Collection Period, in Number of 
aS ays cer a Ney ea Pee Fo eee ea 39 59 78 


In year C the total of notes and accounts receivable amounted to 
$432,631, in year B to $800,793, and in year A to $1,117,376. The net 
sales expanded at the same time, but at a much slower rate. In other 
words, while the receivables increased 158.3 per cent between year C and 
year A, the net sales expanded only 29 per cent. As a result, the average 
collection period, which was 39 days in year C, became 59 days in year 
B, and then 78 days in year A. 

In conversation with the treasurer, it was learned that no changes 
had been made in selling terms, and sales had been fairly steady through- 
out the year as the result of national distribution. On selling terms 
of net 30 days, the collection period of 39 days for year C allowed a 
reasonable leeway and was about normal. But with collection periods 
of 59 days for year B and 78 days for year A, the obvious conclusion 
was that an increasing proportion of uncollectible accounts was be- 
ing carried in the receivables without adequate reserves against them. 
In year A, approximately one-half the receivables would appear to be 
very extended. On this basis, the current assets, the net working capital, 
and the tangible net worth, if adjusted, would each show a drop of 
approximately $558,000, or one-half the receivables, and the financial 
condition instead of being fairly satisfactory would certainly be some- 
what extended. 

Condensed Analysis. Like so many larger corporations that go through 
reorganization, the new enterprise started operations with dispropor- 
tionately heavy fixed assets and a substantial funded debt. The annual 
depreciation charges, to the extent that they were on that part of the 
depreciable fixed assets which represented a greater percentage of the 
tangible net worth than the average manufacturer in this line of business, 
plus the interest on the funded debt, represented a competitive handi- 
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cap in expenses. There were losses or only nominal net profits from the 
time of the reorganization up to year B, indicating that these handicaps 
had been real and not theoretical. 

These two operating handicaps, together with the rather moderate 
volume of net sales compared to the tangible net worth, were the unfavor- 
able features of the financial condition of the Plumbers Specialty Mfg. 
Corp., until the receivables became heavy in year B. By the time year 
A had ended, the heavy receivables was the outstanding single unfavor- 
able feature which needed immediate correction. If approximately one- 
half the receivables were worthless, which might well be indicated by the 
average collection period of 78 days in year A, then the current assets 
really amounted to $1,809,468 instead of $2,368,156, and the net working 
capital to $830,622 instead of $1,389,310. These adjustments would put 
a radically different complexion on the face of the balance sheet. More- 
over, if this were true, instead of net profits being earned in year B and 
year A as the figures showed, actual losses had been assumed for both 
years and the losses had been covered, purposely or inadvertently, by 
carrying an increasing amount of bad debts in the receivables. 

In this situation it would seem that an immediate examination of all 
receivables was in order, that all accounts long past due should be written 
off the books or adequate reserves set up against them. That policy 
would be necessary to obtain a clear picture of the exact financial con- 
dition of the corporation. Then it would seem that a revamping of per- 
sonnel was needed in the credit department to be assured that thorough 
investigations and analyses of all risks would be made in the future, and 
that a prompt, energetic, collection policy would be immediately insti- 
tuted. After these steps had been taken, then the basic management 
policy should be one of earning real profits and keeping those profits in 
the business. A substantial increase in tangible net worth is needed 
to bring the relationship with the fixed assets down to a reasonable 
proportion. 


TYPICAL AVERAGE COLLECTION PERIODS 


When merchandise is sold, the gross profit is generally taken into the 
income statement simultaneously. This accounting practice is followed in 
every line of business, with the exception of those concerns that sell 
machinery, equipment, or furniture on the deferred payment plan, maga- 
zine publishing houses, and service organizations that are paid in advance 
and that make a practice of setting up all or some portion of the payment 
as unrealized profit or deferred income. Actually the gross profit in 
these situations is not earned unless and until the account is fully and 
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[Schedule 44] AVERAGE COLLECTION PERIODS 


Number of Days 


Lines of Business Activity Median ree 
Year 
Average 
1960 | 1961 | 1962 | 1963 | 1964 
MANUFACTURERS 

Agricultural Implements and Ma- 

chinery ace Séncn|) By 43 39 37 34 37 
Airplane Parts and ‘Accessories. i EN 51 48 49 43 48 48 
Automobile Parts and Accessories....] 34 4l 42 42 41 40 
Bakers: Veiydiestecr ee cea a ese 13 13 15 16 16 15 
Bedsprings and Mattresses.......... 32 45 4] 41 4] 40 
Bodies, Auto, Bus, and Truck........ 33 49 34 44 40 40 
Bolts, Screws, Nuts, and Nails.......| 28 38 33 32 34 33 
Breweries....... bat ana tn AS wee cl ele 18 14 17 16 16 
Chemicals, Industrial. SA Re RSENS 40 44 46 48 48 45 
Coats and Suits, Men’s and Boys’....| 55 48 60 54 51 54 
Coats and Suits, Women’s...........| 33 44 44 36 39 39 
Confectionery: vw ee ae ek PA 23 16 20 21 20 
Cotton ClotheMiillste yates 36 40 47 45 47 43 
Dresses, Rayon, Silk, and Acetate...| 33 37 37 36 35 36 
Drugs. . Mee ened | E28 45 41 43 44 44 
Electrical Parts ‘and ‘Supplies. Pies cece ea 46 46 40 39 42 43 
Foundries, Iron and Steel............ 32 43 36 40 42 39 
Fruits and Vegetables, Canners...... 20 Di 25 ae 22 22 
[DATS ee one ee aN eet | ae 44 47 40 43 43 
Hardware and Tools HEE SARS LANG, Sener 34 40 40 39 42 39 
IL OSICLY eter a ate eee Atutle ese ae 34 37 34 35 40 36 
1 LAU Cd OY A Nae en Re eee nicm ook 30 35 32 38 39 35 
Machine Shops.. ; Mies 24|| 6 te) 47 39 39 40 41 
Meats and Provisions, Packers. . sa) 12 13 13 11 12 
IMetalE Stannpl 2G. aap etrece vee maaan ee 33 36 37 33 34 35 
Outerwear, Knitted.. sete ete 40) 27 23 37 45 30 
Overalls and Work Clothing... a ay! 37 41 51 38 40 
Paints, Varnishes, and Lacquers. Perches 38 40 41 41 40 40 
BaD ei Ain ics RC eee Rt tscerrer 33 30 31 ay 31 Sill 
IRAPELS BOXES? Mareen ea en eee 32 30 24 34 31 30 
IRrmbpersmd ODserern ee ns ae | eee eee 43 44 39 41 42 
Shirts, Underwear, and Pajamas, 

Men’s. 45 50 40 37 39 42 
Shoes, Men’ 3, ‘Women’ 8, and Chil- 

dren’ Sia ee ten eee eee RES 53 50 51 47 49 50 
Soft Drinks, Bottlers. . 22 19 24 19 20 21 
Structural Tron and Steel, F abricators. 44 54 54 47 52 50 
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AVERAGE COLLECTION PERIOD (Continued) [Schedule 44 (Cont.)] 
a ea ae are iat Sa Tigh EN 


Number of Days 


Lines of Business Activity Median : 
Five- 
Year 
1960 | 1961 | 1962 | 1963 | 1964 | “¥°"8° 
WHOLESALERS 
Automobile Parts and Accessories....} 37 37 36 36 35 36 
Cigars, Cigarettes, and Tobacco...... 18 16 18 15 15 16 
Confectionery. . PN Ae oes OO 21 22 20 1 22 
Drugs and Drug Sundries. eR ae ae 35 36 33 30 35 34 
EDI va CrOOUS ME A ai eteaseee MS Ok ew! 48 48 50 51 43 48 
Electrical Parts and Supplies......... 38 43 46 44 46 43 
Fruits and Produce, Fresh....... 18 20 17 iV 16 18 
Gasoline, Fuel Oil, and Lubricating 
©) a eA 5 Ee EAE: 27 41 37 35 32 34 
BETO COLLCS cet gw arena ein coogi. 153 15 14 16 14 15 
PRAT OWIAT CMR ate ei gketo oaio neat eka a 40 43 ft 45 46 44 
Household Appliances, Electrical..... 40 46 45 48 45 45 
Lumber and Building Materials......} 40 40 43 47 47 43 
Meat and Meat Products............ 15 i7/ 16 18 22 19 
Paints, Varnishes, and Lacquers...... 46 40 45 40 41 42 
DCL Ree ee es 35 37 36 36 30 36 
Plumbing and Heating Supplies......} 465 42 50 49 45 47 
Shoes, Men’s, Women’s, and Chil- 
GNSS Steere Lae none ener eee 73 65 63 65 65 66 
VINeSTANCGLIGUOLS ete || LOO aye 36 Oe, 24 30 
RETAILERS 
SUT Gune meyer eer tan ts Helen Kae 186 151 164 81 115 139 
Lumber and Building Materials...... 55 64 79 57 59 63 


finally collected in the case of installment sales, and the service rendered 
in the case of advance payments. “‘Distance lends enchantment” is no 
adage to describe length of terms of sale. 

It is evident that the average collection period must be compared with 
the net selling terms of a particular business enterprise. Typical (median) 
ratios have, however, been computed for many years for 35 lines of manu- 
facturing, 18 wholesalers, and 2 retail lines which sell substantially on 
credit terms. These figures, based on operations in each of the 5 years 
from 1960 through 1964, with the 5-year arithmetical average, appear in 
Schedule 44. The figures in this schedule, while not directly applicable as 
standards, as are corresponding schedules in other chapters, do give an 
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idea of the wide differences in average collection periods between different 
lines of commercial and industrial activity. 


Maxim 


Extensive experience in the analysis of financial statements indicates that 
the average collection period should be no more than one-third greater 
than the net selling terms of a particular business enterprise that nor- 
mally sells its merchandise on open book account. With selling terms, 
for example, of 2 per cent discount in 10 days, net 30 days, the average 
collection period should not exceed 40 days. With selling terms of 2 per 
cent discount in 10 days, net 60 days, the average collection period should 
not exceed 80 days. 

If the average collection period is more than one-third greater than 
the average net selling terms, then additional information should be 
obtained to ascertain if sales were bulked more than normally during 
the 30 or 60 days preceding the statement date, or an aging obtained 
to ascertain exactly what portion of the receivables are past due and 
for how long. If this supplementary information cannot be obtained, 
the analyst must assume that the receivables are in an unhealthy state, 
the exact condition depending upon the relationship between the average 
collection period and the net selling terms. If supplementary informa- 
tion is obtained that shows a different condition than the results of the 
average collection period, often the discrepancy may be due to the bulk- 
ing of sales immediately preceding the statement date, as described in the 
financial condition of the wholesaler of toys. 

Tor concerns normally selling on an installment basis, the average 
collection period of the installment accounts, based on the net sales 
after deducting the aggregate down payments, should be no more than 
one-third greater than one-half of the average selling terms. If the average 
selling terms are 18 equal monthly installments, for example, one-half 
those terms would be 9 months, and one-third increase would give a 
standard of 12 months. 

The maxims described in the immediately preceding paragraphs allow 
leeway for a normal volume of slow but generally good accounts. 


THEORY AND PROBLEMS 
1. In analyzing the condition of receivables, why should the average collection period 
be compared with net terms of sale? 
2. State and explain the formula for the computation of the average collection period. 


. Assume that the net sales of a particular department store are made partly for 
cash, partly on charge accounts payable on the tenth of the following month, and 
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partly on installment terms. Explain what computations you would need to make 
in studying the condition of the receivables by obtaining average collection 
periods. 


4. Should discounted notes receivable or discounted installment notes be added to 
the receivables prior to the computation of an average collection period? Explain. 


5. What significance is attached to the following changes in receivables between two 
fiscal balance sheet dates: 


Two Years One Year 


Ago Ago 
Accounts Receivable............ $265,000 $135, 000 
Notes Receivable............... 105,000 285, 000 


6. Describe a situation in which the average collection period might give a misleading 
idea that a substantial portion of the receivables is past due. 


7. A manufacturer of stoves, ranges, and parts sells to retail hardware and retail 
furniture stores on terms of 2 per cent discount in 30 days, 60 days net. The ac- 
counts receivable and notes receivable as of the fiscal date for each of the past 3 
years and the net sales for these years are as follows: 


Three Years Two Years One Year 


Ago Ago Ago 
Accounts Receivable............ $ 27,421 $ 16,966 $ 42,791 
Notes Receivable............... 2,106 1,843 4,621 
INGE ORCS eee ere hia. sn; OTR PON! $134, 233 $168, 696 $221 , 563 


Determine the average collection period for each of the 3 years and then give your 
interpretation of those figures and of the trend. 


8. Northern Chemicals, Inc., is engaged in manufacturing an extensive line of heavy 
chemicals. Net sales for the last fiscal year totaled $39,621,730 on terms of 1 per 
cent discount in 10 days, net 30 days. Post the following fiscal balance sheet 
on a columnar sheet of paper, then make the following computations: (a) net 
working capital, (b) tangible net worth, (c) current ratio, (d) ratio of current 
liabilities to tangible net worth, (e) ratio of fixed assets to tangible net worth, 
(f) ratio of net sales to inventory, (g) ratio of inventory to net working capital, 
and (h) the average collection period. Interpret each of the ratios. 


NORTHERN CHEMICALS, INC. 
Balance Sheet, December 31, 19— 


ASSETS 

Current Assets 

Sas en ere Ok Oe $ 5,229,119 

United States Treasury notes—at approximate market 

EDUC eee IT enn TS SUA nS TL coesatene abe tay ete 1,005,177 

Receivableswless:reservesaeuccee - s 2 we ee eee es 3,913,992 

Inventories—at the lower of cost or market........... 9,171,997 $19,320, 285 
Cash Appropriated for Property Additions............. 5,450,000 


Other Assets 
Due from officers and employees on purchases of capital 
SLOC KE LC Me ere eRe eire hive e es yeietereecere thane Sens $ ©6113, 855 
Investments in associated companies—at cost or less. . 702,223 
Miscellaneous investments, deposits, etc............. 350,452 =1,166,530 
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SHEETS 


NorRTHERN CHEMICALS, INc. (Continued) 


Property 
| BE) Ve (Rey er eae Re aii ee (a pee eae Meee BS hE Sane Ae 
Buildings srycs > Seo. cn oe ea rn ee oe te 
Machineryat ice ce me rere ga rere 
Phosphate deposits, less depletion................... 


PRatentsrands Processes eas asa ee ee 


LIABILITIES 
Current Liabilities 
Necounts payable anduaccruals. son sere ete cane 
Bstimatedsncomentaxess ssn. error eee ee eran 
Dividends on preferred capital stock................. 
Deposits for returnable containers .................. 


Reserves 
Depreciation and obsolescence....................-- 
iiuetuationsiotlexchan vee se pee a ene re 
Contin genCles ayer neces ee a te eae 
Minority Interest in Subsidiary Companies 
Preference shares of British subsidiary—514 %, cumula- 
tive and redeemable—authorized, 500,000 shares of 
£1 each; outstanding, 400,000 shares.............. 
Beneficial shares and surplus of American subsidiary. . 


Capital Stock and Surplus 
Preferred stock—authorized, 275,000 shares without 
par value, issuable in series by board of directors; 
outstanding, 100,000 shares, $4.50 cumulative divi- 

dend—at $100 a share: 
NOTICIA cere far ey or tn re ext ig ed ee RS aie va 
Derles Bere ch skeen ae SM acce eee ee ee Tena 8 
Common stock—authorized 1,725,000 shares, par value 
$10 each; issued, 1,262,957 shares, less 21,141 shares 
in treasury; outstanding, 1,241,816 shares............ 

Surplus: 

Paidsin te aghewa kh ah pense ba a i 


$ 1,782,079 
9,586,994 
28,826,444 
396,371 


$ 2,997,747 
889, 024 
217,000 
408,471 


$14, 534, 684 
140, 258 


238, 123 


$ 1,940,000 
362,215 


$ 5,000,000 
5,000,000 
12,418,160 


11,322,148 
11,270,073 


40,591, 888 


1 
209, 199 


$66 , 737 , 903 


$ 4,512,242 


14,913,065 


2,302,215 


45,010,381 


$66 , 737 ,903 


9. State a maxim to keep in mind when analyzing the average collection period. 


10. If the average collection period is heavy, and it is possible to obtain additional 
information from the management, for what information would you ask to 


supplement the average collection period? 


CHAPTER XIV 


Net Sales to Tangible Net Worth 


The ratio of net sales to tangible net worth indicates the activity of 
the investment in a business. A high ratio may indicate an excessive 
volume of business on a thin margin of invested capital and the conse- 
quent overuse of credit. On the other hand, until a dangerous point is 
reached, it may indicate considerable economy and skill in operation. 
The problem of overtrading is as old as business itself. To overtrade, 
an excessive use must be made of outside credit; in that process, lia- 
bilities reach high proportions. Creditors furnish more funds to carry 
on operations from day to day than do the owners of the business. We 
have learned how a concern becomes more and more vulnerable as its lia- 
bilities expand. 

The larger business enterprises grow, the more conservative their 
financial policies tend to become. Managements of corporations in the 
top brackets operate with a relatively larger investment in relation to 
the volume of business. Hence, even under efficient management, it is 
not surprising that the turnover of tangible net worth in the larger busi- 
ness units tends to be at a lower rate than in the smaller ones. 

In the early days of financial statement analysis, the problem of over- 
trading was presented to the credit world but no attempt was made to 
study or to solve the problem. As long ago as 1903, the following obser- 
vations were published in the Monthly Bulletin of the National Association 
of Credit Men: 


We very frequently see a statement, or hear an assertion that So and So failed in 
business because he was trying to do more business than his capital warranted, in 
other words, that he had insufficient capital for the amount of business trans- 
acted. This was brought out in one of the addresses at the St. Louis Convention 
of the National Association of Credit Men. I have often wondered if there was 
any rule that could be laid down to indicate when a man was doing more business 
than his capital warranted. After a man has failed, and the post-mortem exami- 
nation is held, it is very easy to say that he died of under capitalization, but what 
are the symptoms that indicate this disease? How are we to distinguish it when 
it first makes its appearance? These are questions I am unable to answer, and 
389 
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if any of our friends are familiar enough with the disease, for it surely is a disease, 
I should very much like to have the symptoms described.! 


This interesting query appeared in the early days of what we might 
term scientific credit investigation and analysis. Relatively few finan- 
cial statements were making their appearance, and a rather substantial 
proportion of those that were being made available to bankers, credit 
men, and analysts were balance sheets without supplementary net sales 
figures, which are essential to an analysis of the phenomenon of over- 
trading. It is only in recent years, after typical relationships between 
net sales and tangible net worth had been set up for different lines of 
commercial and industrial activity, that the problem of overtrading has 
been clearly understood, forecast, and interpreted. 


OVERTRADING AND UNDERTRADING 


Overtrading is the process of handling an excessive volume of net 
sales in relation to the tangible net worth, as compared with similar con- 
cerns of the same approximate size in the same or similar lines of com- 
mercial or industrial activity. Undertrading is just the opposite situation; 
a far smaller volume of net sales in comparison with the tangible net worth 
is handled than by similar business enterprises. 

The phenomenon of overtrading generally is easily recognized. Credi- 
tors, such as banking institutions and suppliers of merchandise, are alive 
to such situations because, not infrequently, in case of trouble the tangible 
net worth is completely wiped out and a partial loss is assumed by 
creditors. Investment bankers are on the lookout for such situations as 
they give a clear indication for the need of additional capital where the 
concern has a satisfactory earning record. 

Undertrading is probably far more widespread at all times in our 
economy than overtrading. This condition, however, receives little 
attention from creditors, as in case of financial difficulty debts are light 
and invariably are paid in full. Undertrading is more a problem of manage- 
ment. Sometimes new advertising methods and mediums solve the prob- 
lem; a new sales manager with more aggressiveness may change the 
outlook; or handling supplementary lines of merchandise may often help. 
For a retailer, a more advantageous location may be the answer. 

Where the lack of ingenuity, aggressiveness, and skill of the manage- 
ment cannot solve undertrading, operating losses are assumed, year after 
year. These losses finally lead to the voluntary liquidation of the enter- 
prise, generally with all obligations paid in full. Or they may lead to 
the sale of the business or its assets to a competitor, or to some new 


* Bapcer, Minor C., “Thoughts on Many Topics,”’ Monthly Bulletin of the National 
Association of Credit Men, p. 9, August, 1903. 
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management that either has failed to realize the condition, or believes 
it knows how to expand the volume. Thousands upon thousands of 
business enterprises go out of existence every year because their man- 
agements have been unable to develop an adequate volume of net sales 
for the size of the investment. 


Volume of Net Sales 


Overtrading, and incurring top-heavy liabilities in the process, are con- 
ditions that often go unrecognized by management. This is particularly 
true of those managements that are essentially sales-minded, that believe 
in developing more and more sales. Is not the purpose of a business 
enterprise to sell merchandise in order to earn a profit? If that is so, 
will not steadily increasing sales give greater profits? The answer to both 
of these questions is ‘ Yes,”’ but within reasonable limits, as we shall see. 

On the other hand, a situation may arise where a management is fully 
aware that it is handling a heavy and perhaps excessive volume of net 
sales. It has incurred an extended condition with its eyes open believing 
(1) that it can keep its current assets so clean and active that it is well 
able to protect itself in any emergency (a very difficult thing for even the 
most expert management to work out), and (2) that the overtrading is 
only temporary, due to external or internal factors, and in the not too 
distant future the volume will shrink to a more reasonable proportion. 


Size of Tangible Net Worth 


The solution to overtrading exists in the investment of additional funds 
in a business enterprise to bring the tangible net worth more into line, 
as well as in reducing the net sales. This policy of investing additional 
money is followed by many active managements that realize and under- 
stand the condition and that have or can obtain the funds. Many man- 
agements which realize the condition of their business lack additional 
funds to invest in capital stock and are unable or unwilling to sell an 
interest in the business to others. In this predicament, where the condition 
gives evidence of being no passing phenomenon, the only alternatives 
are to reduce sales by setting higher credit standards and occasionally 
by raising prices, or to allow the condition to exist but to pay particular 
attention to collections so that receivables will be maintained in the best 
possible condition, and to keep the inventory to the smallest possible 
amount. 

Undertrading and overcapitalization are two terms which, at times, 
explain a somewhat similar condition; at other times, they have quite 
different implications. Business enterprises occasionally are overcapital- 
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ized; the answer is to reduce the capitalization, thus obtaining a satisfac- 
tory and normal relationship between net sales and the tangible net 
worth. But the answer to undertrading is rarely as simple as this explana- 
tion. Only in an occasional instance, depending upon the distribution of 
the assets, is a reduction in capital the answer. 

Reduction in capitalization is a sound policy only where the net sales 
being handled are sufficient to give a satisfactory net profit to support 
the business. In most cases of undertrading, the reduction in capitaliza- 
tion would be ineffective, as the volume is inadequate to return a profit 
on any capitalization; the volume is literally too small to support even 
the most rigid management expenses. Whether a business is overcapi- 
talized or is undertrading because of inadequate net sales may readily be 
determined by an analysis of the income statement. 


ILLUSTRATIONS OF RELATIONSHIPS 


Three very different situations, all involving a high relationship of 
net sales to the tangible net worth, appear in the following pages. The 
first is a manufacturer of women’s coats and suits, the second a manu- 
facturer of commercial automobile trucks, and the third a converter of 
specialty cotton cloth with two subsidiaries. 


Manufacturer cf Women’s Coats 


There is no line of business where the tendency to overtrade is so wide 
spread as in the manufacture of ladies’ outer garments such as dresses, 
coats, and suits. This tendency is disclosed by a high relationship between 
the net sales and the tangible net worth, and between the net sales and 
the net working capital. These two ratios are supplementary. If the 
turnover of tangible net worth is low and the turnover of net working 
capital is high, the slow assets should be carefully studied to ascertain 
whether any of the items classified as slow are worthless or close to 
worthless, and whether any of the items, under immediate pressure, 
might be readily converted into needed cash. 

The manufacturers of ladies’ outer garments are concentrated in New 
York City, although a few concerns are located in other large cities. The 
Ladies’ Coat Company, Inc., was organized in 1949 with a paid-in capital 
of $25,000. The increase in tangible net worth to $201,767 in year A 
was accrued over the years entirely from retained profits. The capital 
structure was revamped 5 years ago. At the present time, operations are 
being conducted on a paid-in capital of $113,000 in 5 per cent cumulative 
preferred stock, par $100, and 150 shares of common stock of no par value, 
carried on the books at $150. 
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This concern produces women’s and misses’ untrimmed coats and 
suits priced from $24.75 to $49.75 in the spring, and from $24.75 to 
$59.75 in the autumn. Sales are made to department stores, chain clothing 
stores, and specialty shops throughout the country on the regular terms 


Laviges’ Coat Company, INc. [Schedule 45] 
Comparative Figures for Years Ended May 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Wachee ee eee eee Tey lTe $ 9,208 $ 78,942 $ 48,208 
INotesEReceivable. 8 ease: 9 eS ee aie Pail 40 
Accounts Receivable........... 43,376 48,999 237 , 206 
BINVETLGON Veneers tcri ess Aha a lie 72,862 81, 263 255,726 
RE TENTEA SSELS HANA ees eee hs $ 125,446 $ 209,231 $ 541,180 
inxediAssets, Neti... 5...42.. 4: 15,32 11,106 12,358 
Cash Value of Life Insurance... . 15,760 18,336 21,459 
‘LDCS STONES eRe a eee 2,240 2,240 2,240 
Miscellaneous Receivables...... 4,284 9,875 18,882 
MuckiromeOfhicerssae me ees. 5,689 887 2,389 
Weterred @harcest. eae es. eas. : 3,070 2,484 9,612 

PING) DAN erm Se cocci, Sis ans $ 171,810 $ 254,159 $ 608,120 

LIABILITIES 

Contractors Payable............ $ 2,514 $ POA $ 27,096 
mMccounts Payable... 0.2... s0.... 26,106 57, 004 286 , 304 
INGORIBIE, sc ove Soleo GOP oon ect 5,245 7,003 11,044 
Wreditebalances: = 5.05. 772. 520 Ups tha ke 645 
Reserve 1OMMbaxesi. is. ok eres LA A20 23, 403 81, 264 
Ounrentmbtabouliites. ame. os $ 46,105 $ 91,298 $ 406,353 
5% Cumulative Preferred Stock. 113,000 113,000 113, 000 
Wommmons OlOCK nee ie Fb 620 e 150 150 150 
SUG UUS Meee NERA Rats nc< Nee cu ehee 12,555 pet) aad 88 , 617 

AO DAT eep ee tates Sire. $ 171,810 $ 254 159 $ 608,120 
Nem OueInGL©CDUdl ah 09,341 $ 117,933 $ 134,827 
CUT CIGLVOn ee a ene a 2712 2.29 Loe 
Tangible Net Worth............. $ 125,705 $ 162,861 $ 201,767 
INTs SG ieee ae ee ae ee ae $1,797,306 $1,937,892 $2,962,945 
NCCAA ll (Reem cs ee er tne (L)8 ,077 37,156 38,906 
HPivacl env siaeeei res. sion coset aeas 25,000 None None 


in this line of business of 8 per cent discount within 10 days after the end 
of the month (8-10 EOM). The comparative figures for the last three 
fiscal years appear in Schedule 45. 

These figures reflect an interesting condition, not so much because 
of their trends as because of the magnitude of the trends. The current 
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assets, for example, increased from $125,446 in year C to $209,231 in 
year B, an expansion of 66.8 per cent. Notwithstanding the extent of 
this increase, it was dwarfed by the continued expansion of the current 
assets between year B and year A, an increase from $209,231 to $541,180, 
or 163.5 per cent. Between year C and year A, the current assets expanded 
$415,734. 

As the current assets climbed upward on the successive statement 
dates, so did the current liabilities. From $46,105 in year C, a very moder- 
ate debt, the current liabilities increased to $91,298 in year B, and then 
to $406,353 in year A. Between year C and year A, the current liabilities 
expanded a total amount of $360,248. This increase was somewhat less 
than the growth in the current assets over the same period of time because 
all of the net profits earned in year B and in year A were retained in the 
business, and largely in the current assets. 

For year C a loss of $8,077 had been assumed. Dividends of $25,000 
had been paid earlier in that year before the final results of operations 
had been known. The result was a decrease in the tangible net worth 
of $33,077. In year B, this decrease was recovered by net profits of 
$37,156, all of which was reinvested in the business. Still more headway 
was made in year A, when net profits aggregated $38,906 and this entire 
amount was also retained in the business. Over the spread of these 
comparative figures, the tangible net worth grew from $125,705 to 
$201,767, or 60.5 per cent, and the net working capital from $79,341 to 
$134,827, or 69.9 per cent. 

With this background, let us compare the relationship between the net 
sales and the tangible net worth over the 3-year spread: 


Year C Year B Year A 
INET Sales sieseit gig: «cum cme taeele te pe ae $1,797,306 $1, 937 , 892 $2, 962,945 
anpiblesNets Worthen ee 125,705 162,861 201,767 
Ratio of Net Sales to Tangible Net 
Wiorbhit #4 ioihy, amie. Ce Rent connec Anes 14.29 11.90 14.69 


The changes between the current assets and the current liabilities in 
year C and in year B were largely due to the accumulation of cash of 
$78,942 in year B. If a part of this cash had been used to release a cor- 
responding portion of the current liabilities, the difference between 
the current liabilities on the two financial statements would have been 
nominal. The considerable changes, when compared with the figures 
of year A, were partly the result of swelling net sales and partly the 
result of a different season in year A than in the two earlier years. Large 
receivables totaling $237,246 were on the books in year A, and heavy pur- 
chases of piece goods for fall garments had been made earlier in the spring 
than usual. The net sales had grown from $1,797,306 to $1,937,892, 
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between year C' and year B, and then had jumped most spectacularly to 
$2,962,945 in year A. 

For year C, the turnover of the tangible net worth was 14.29 times. 
While the net sales increased to $1,937,892 in year B, the tangible net 
worth increased in a somewhat higher proportion from $125,705 to 
$162,861, and the turnover accordingly dropped to 11.90 times. The 
net sales for year A bounded to $2,962,945. The tangible net worth 
continued its growth, but with a more modest increment, so that the 
relationship between these two figures now went up to a peak of 14.69 
times. 

That the ratio between net sales and the tangible net worth was very 
high for each of these 3 years is clearly evident from the typical ratios for 
manufacturers of ladies’ coats and suits given in Schedule 49. The 5-year 
average of the median turnover of tangible net worth produced a ratio of 
7.88 times, with the low median figure of 7.02 in 1962 and the high median 
figure of 8.77 in 1964. In fact, the turnover of tangible net worth of the 
Ladies’ Coat Company, Inc., for each of these 3 years was materially 
higher than the 75th percentile for this line of business as quoted in the 
1964 ratios, given with the interquartile range in the Appendix. 

A substantial volume of business necessitates large purchases of raw 
materials and correspondingly heavy costs of production in the case of 
manufacturers, and large purchases of finished merchandise in the case 
of wholesalers and retailers. When a business enterprise in a normal 
season has high liabilities on the statement date, then, if the ratio of 
net sales to tangible net worth is high, the current liabilities at the peak 
of the preceding season would have been appreciably greater. When a 
business enterprise in a normal season has only a moderate amount of 
liabilities on the statement date, then, if the ratio of net sales to tangible 
net worth is high, the current liabilities probably will have been fairly 
heavy throughout the year. The analyst, under these circumstances, 
must be sure to consider the crucial importance of the size of current 
liabilities as explained in Chaps. VI and VII. 

Condensed Analysis. The internal relationships shown by the balance 
sheets for year C and year B disclose all-round healthy conditions. Both 
sets of figures were dated May 31, the end of the spring season. Receiv- 
ables were low on both dates, the inventories were liquidated at the end 
of the season to moderate amounts, fixed assets were nominal, current 
liabilities were moderate, and quite a desirable reserve was available in 
the form of the cash surrender value of life insurance. 

The investment of $2,240 which appeared unchanged in each of the 
balance sheets represented cost for 100 shares of stock in a specialty 
store to which Ladies’ Coat Company, Inc., was selling considerable 
merchandise. There was no market for the stock, and the book value 
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was appreciably higher, around $65 per share, or approximately $6,500. 
The value at which this item appeared in the balance sheet was quite 
reasonable. 

In each of the three balance sheets there appeared an item of miscel- 
laneous receivables. This item was quite moderate in year C’, amounting 
to $4,284. In year B, it had expanded to a figure of $9,875. In year A 
the item increased to $18,882 and was out of all reasonable proportions 
for a concern of this size. An explanation was sought. Miscellaneous 
receivables in year C represented eight different loans of moderate 
amounts, two of which were advances to salesmen. Of the increase 
between year C and year B, $5,000 had been lent to a mutual friend of 
the officers to purchase a minority interest in a retail women’s wear shop 
in Reading, Pa. This business was being operated profitably. Instead 
of insisting upon a partial repayment of this loan, the officers now 
advanced $10,000 during year A to the same individual to purchase 
complete ownership of the business. The capital stock of this corpora- 
tion had been pledged as collateral to secure the loan. In the mean- 
time, two of the eight smaller loans had been repaid, and the other six 
greatly reduced. 

There was a real question regarding the soundness of the judgment 
of the officers in granting this business loan, which in year A aggregated 
$15,000. Some increased sales were obtained by the connection but if 
there was an attribute in year B and year A that this concern did not 
need, it was increased sales. To support the growing volume, every 
possible cent should have been used to build up the net working capital. 
If this loan had not been made, the net working capital in year B would 
have been $5,000 greater, and in year A $15,000 greater. 

When a comparison was made of the net sales to the tangible net 
worth, a condition with high turnovers was found, a condition that was 
quite abnormal. With a turnover of 14.29 times in year C, and 11.90 
times in year B, it became immediately evident that at some point 
during each of these fiscal years current liabilities had been very high. 
A heavy peak liability is associated with a high turnover of tangible net 
worth just as the automobile is associated with the name of Ford. This 
conclusion was subsequently verified when it was learned that the peak 
liabilities as shown in the monthly trial balances during year C were 
$439,000, and during year B $493,000, both in February of their respec- 
tive years. 

Tor year A, the financial condition became appreciably and more 
noticeably aggravated. The current liabilities at $406,353 were clearly 
heavy when compared with both the current assets of $541,180 and 
the tangible net worth of $201,767. With current liabilities heavy in the 
month of May, which is normally the low point of the season, they 
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would naturally have been materially more out of line at the peak of the 
season. They were. The maximum current liabilities during the fiscal 
year A, also in the month of February, amounted to $638,000, or more 
than three times the tangible net worth. 

In probably no line of manufacturing activity does successful operation 
over the years depend so little upon excellent workmanship and price, 
as it does with manufacturers of ladies’ coats and suits. Style is almost 
supreme. If a manufacturer misses the current style, a loss will almost al- 
ways be assumed. If he hits the current style squarely, his orders will 
skyrocket overnight, and he will do everything in his power to fill those 
orders. The clear-cut result is overtrading, with consequent heavy current 
liabilities. In such a situation, the manufacturer’s financial condition will 
become extended; if he is skilled in financial matters he will realize his 
predicament; if he is unskilled, he will have absolutely no idea that his 
financial condition is unsound until his banker or some mercantile creditor 
asks if he is trying to corner the market on sales. If everything works out, 
if his styles contir ue to be in demand, if his customers pay reasonably on 
time, if his banker understands the situation and lends support through 
the p:ak, and if trade creditors do not press unduly, profits will be high. 
But 1 styles suddenly change in the middle of the season, if his inventory 
must be liquidated at a sacrifice, he will have difficulty in bringing his cur- 
rent debt into line, a loss will be assumed, and it is entirely possible that 
the loss will be so great that the business may join the never-ending ranks 
of the bankrupt. 

The only answer to overtrading is for the management to plan and to 
budget its operations so that net sales will not exceed a certain amount, 
that amount to be predicated upon the level of liabilities that will be in- 
curred during the high point of a season, and the income to meet obliga- 
tions on time with a reasonable margin. Such a policy, while sound and 
followed in many lines of business activity, is rarely, if ever, followed by 
manufacturers of coats and suits. It is almost inherent in this type of busi- 
ness activity for managements to transact as large a volume as possible, 
and to pay little or no attention to the normal safeguards of sound busi- 
ness policies. 


Manufacturer of Commercial Trucks 


Two brothers organized a business in St. Louis 20 years ago to manu- 
facture automobile trucks. The process of manufacturing auto trucks is 
largely a matter of assembly; engines, steering apparatus, lighting sys- 
tems, panel boards, and wheels are purchased ready to be put together 
Almost the only parts of the product manufactured on the premises are 
the chassis and the body of the truck itself. About 18 months after its 
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inception, this enterprise became overloaded with liabilities, a creditors’ 
committee was set up, and the business was reorganized. This same 
process was repeated 2 years after the reorganization. Since that time 
operations have been carried on steadily, through good times and poor, 
although with no great financial success. 

The Commercial Truck Corporation had been under the same manage- 
ment since its last reorganization, which occurred approximately 16 years 
ago. Operations gradually were enlarged from the ‘‘manufacture” of 
trucks alone to include busses, tractors, and motor fire apparatus to meet 
particular specifications. Over one-half of the annual volume of business 
in recent years has come from municipalities, and the percentage has been 
slowly but steadily increasing. The comparative figures showing the finan- 
cial condition of this corporation over the past 3 vears appear in Schedule 
A6. 

Competition in the production of automobile trucks has always been 
keen. Tor the fiscal year C, net sales were $575,355, and net profits 
amounted to the nominal sum of $1,972, no part of which was paid out 
in dividends. At the end of the year C, the surplus account disclosed an 
accumulated deficit of $28,884 because of the unprofitable operations in 
6 out of the 8 years immediately preceding. At the same time, however, 
the figures seemed to indicate a satisfactory internal financial condition. 
The liabilities were moderate, the receivables and the inventory were in 
satisfactory proportion, and the fixed assets comprised only 20.2 per cent 
of the tangible net worth, quite a low percentage. The only fly in the oint- 
ment was the item of investments carried at $21,201, which was a trifle 
heavy for an enterprise of this size. We shall come to this item a little 
later in the condensed analysis of this situation. 

lor year B, the net sales jumped from $575,355 to $1,076,813, quite a 
substantial increase of 87.2 per cent. Net profits for the year expanded to 
$14,127, reducing the deficit in the surplus account to $14,757. As the 
sales increased, the receivables and the inventory went up. As the receiv- 
ables and the inventory went up, the current liabilities dilated. With en- 
larged current assets of $624,009, and enlarged current liabilities of $477,- 
622, the current ratio in year B dropped from 3.38 times to 1.39 times, 
notwithstanding the increase in the net working capital. The inventory 
exceeded the net working capital, and the current liabilities were 70.2 per 
cent greater than the apparent tangible net worth. The expression appar- 
ent tangible net worth is used advisedly, as we shall see shortly that this 
figure needs some adjustment. 

The trends that became evident in year B continued through year A. 
The net sales increased to $1,904,666, or 331.6 per cent of the net sales in 
year C. Net profits amounted to $38,801, which was sufficient to convert 
the surplus deficit into a black figure of $24,044. As far as the management 
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CoMMERCIAL TRUCK CoRPORATION [Schedule 46] 


Comparative Figures for Years Ended December 31, 19— 
a ees Be ee 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Casale a Shame na. et 24,292 $ 102,828 $ 192,171 
INotess Receivables ac ssae. oon 25: 9,368 26,385 37,214 
Accounts Receivable..°......... 78,552 Qi, 202 281,745 
TN Ventoryerey cee ce ee ees 119,781 217,594 1,088,540 
CashpAdwsmRec ongContractSsta.- asec ues) bess. 381,860 
COCTARATELISSORSO TB oe Sees Soler $ 231,993 $ 624,009 $1,981,530 
inixed@Assets.Netiosa-. 2... 050". 50, 207 53,538 60,041 
mvies bi Cts aes jes IE eae 21,201 19,043 19,043 
Miscellaneous Receivables...... 2,208 DOS on © 2 an gehen ee See 
Diuerrom: Oicers on 4,117 7,861 6, 583 
Weterredelitemss 72... vom se 9,498 8,863 7,090 
Groorel \\isul ee ee ee A 1 1 1 

BLS HUA Tae cmt a ae Pai er oE ie a $ 319,225 $ 713,523 $2,074, 288 

LIABILITIES 

Notes Payable to Banks........ $ 20,400 $ 210,900 $ 613,953 
INotessBayablettor- Merchandise. . 0 ssc.c.s0-2 0 | one es soe 4,732 
Mccounts-bayable..2.....5...-.. 35, 204 225 , 067 620,323 
NCCE! Btn aan eee 4,026 Tess 13,794 
AdVancestom Contracts t.. Maewcn. setae lh ee MAU, ON 420,000 
IReSeLVCSmOrel axes apea-y. Sree e en mehr tones Bal we) oe pS $2), 250 
GreciteuBalancesin fee ac. acon ee 3,343 Py asilsk 5,426 
Ire gbOn OMICCLS enc. irk. score mes ee 5,614 2,168 10,081 
Cairnent Itabulutvesinan. a a ee $ ©6668, 587 $ 447,622 $1,770, 564 
Welerred Incomewer-. sacri. « 1,647 2,783 1,805 
Common Stock, Class A........ 102,875 102,875 102,875 
Common Stock, Class B........ 175,000 175,000 175,000 
DULDLUSMENuaHee wi or cree Sah (D)28 , 884 (D)14,757 24,044 

AMeVyhiiit, SS EM Dt Soe a as Beane $ 319,225 $2013), 523 $2,074, 288 
Net Working Capital............ $ 163,406 $ 176,387 $ 210,966 
OUT eRUMUCTION ea ee 3.38 1.39 12, 
Tangible Net Worth............. $ 248,990 Sabana $ 301,918 
INGtiOa CSe rr eee es oe $ 575,355 $1,076,813 $1,904, 666 
INCERETOLiGne eee cre mites 1,972 14,127 38,801 
Dividends. ao. Be koe None None None 


was concerned, the business was going along swimmingly. Receivables 
continued to increase, but only nominally when compared with the great 
expansion in the net sales. The inventory now swelled to $1,088,540 and 
was out of all reasonable proportion for a concern of this size. An item of 
Cash Advances Received on Contracts of $381,860 made its appearance in 
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the current assets, representing cash advances on certain large orders. 
Because of these changes, the current assets totaled the impressive sum of 
$1,981,530, and the current liabilities totaled $1,770,564, leaving a net 
working capital of $210,966 and a current ratio of 1.12 times. The current 
liabilities were more than five times as large as the tangible net worth, a 
clearly evident extended condition. 

The Deferred Income, which amounted to $1,647, $2,783, and $1,805 
in the respective balance sheets, represented unearned finance charges on 
sales made on the installment basis. The rather small amount of this item, 
if correctly figured, would indicate that only a moderate portion of the 
annual volume called for monthly payments on the installment basis. 

With this trend of the business in mind, let us compare the net sales 
with the apparent tangible net worth for the 3 years. 


Year C Year B Year A 
INGtISalestotat-a5, tater etitc ey cor sce mee $575,355 $1,076,813 $1,904,666 
Tangible Net Worth.. ees Sete 2487-990 263,117 301,918 
Ratio of Net Sales to Tangible Net Worth PH Bil\ 4.09 6.31 


Between year C and year A, the net sales expanded from $575,355 to 
$1,904,666, while the tangible net worth increased much more moderately 
from $248,990 to $301,918. In other words, the net sales expanded 231.1 
per cent and the tangible net worth only 21.3 per cent. The result was the 
steady widening in the direct relationship between net sales and the tan- 
gible net worth from 2.31 to 4.09 to 6.31 times. 

The importance of this relationship was shown in the study of the 
financial condition of the Ladies’ Coat Company, Inc. As the turnover of 
tangible net worth increases, the current assets and the current liabilities 
expand more and more disproportionately to reach an abnormal and 
weakened condition at the peak of the season. If a subsequent liquidation 
takes place in an orderly manner, affairs are brought into line at the low 
point of the season. If the liquidation during the down part of the season 
becomes forced because of the need of funds; if the liquidation does not 
take place; if the market value of the inventory drops suddenly in this 
process; or if a substantial portion of the receivables become extended, an 
embarrassed financial condition may readily occur. 

In the case of a manufacturer of motor trucks, the seasonal peak is less 
apparent than with a manufacturer of ladies’ coats. A low point is gen- 
erally reached around the end of September or October, and a high point 
of operations in March or April. With figures dated December 31, liabil- 
ities would usually be increasing. or manufacturers of trucks operating in 
a normal profitable manner the turnover of tangible net worth would 
range between 3 and 4 times. In contrast to this normal relationship, 
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the turnover in year A at 6.31 times, was appreciably faster than for 
typical concerns in this line of business. 

With moderate seasonal fluctuations in this division of manufacturing 
activity, the effect of a faster turnover of tangible net worth becomes 
clearly evident in the comparative fiscal figures. Increased sales up to a 
certain point, a point which is moderately greater than the typical volume 
per invested dollar for the industry, are desirable to produce a greater 
margin of profit. Increased sales above this point place increasing strain 
on a business, like an increasing air strain on the wings of an airplane as 
its speed increases. The sequence of reasoning behind this growing strain 
is as follows: to handle increasing net sales (and management invariably 
is under the illusion that the increase will be sustained), larger inventories 
generally must be built up, the increasing net sales bring increasing receiv- 
ables, the increasing inventory and larger receivables necessitate increas- 
ing liabilities. Every business enterprise that becomes involved in financial 
difficulties has heavy liabilities. In this process more and more opportuni- 
ties for an unbalanced financial condition come up; increased sales are 
often obtained by selling to poorer credit risks; the resulting receivables 
may easily get out of line with selling terms, the inventory may get out 
of line with net working capital and net sales, and the current liabilities 
out of line with current assets and with the tangible net worth. Such a 
situation is just too bad! 

Condensed Analysis. The comparative figures of the Commercial Truck 
Corporation were unaudited figures as issued by the treasurer of the cor- 
poration. As previously mentioned, these balance sheets contained an 
item of investments which amounted to $21,201 in the balance sheet for 
year C, and to $19,043 in the balance sheets for year:B and year A. 

An item of investments, no matter how small, should never be over- 
looked by the analyst. An explanation of this item accordingly was sought 
from the treasurer to ascertain whether the amount represented market- 
able securities, miscellaneous investments, or capital stock interest in one 
or more subsidiaries, and how each part was valued. The explanation was 
simple and enlightening. In year C, the investments consisted of five dif- 
ferent items, all of which were carried at cost; in year B and in year A, it 
consisted of four different items, all of which were carried at cost. In year 
B, an investment in a tire-recapping business that had been carried at 
cost of $2,158 was written off the books at a total loss. This little venture 
had gone bankrupt in year D, but no thought had been given to taking the 
loss on the books of the Commercial Truck Corporation until year B. The 
four remaining items represented minority stock interests ranging from 18 
to 37 per cent in corporations that acted as selling agents for the Com- 
mercial Truck Corporation in different parts of the country. Outstanding 
capitalization of these four corporations consisted only of common stock, 
no preferred stock. The cost values of these four investments and their 
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respective book values on the three fiscal dates, as determined from their 
individual balance sheets, disclosed the following interesting conditions: 


Book Value 
Per Cent of 

Stock 

Owned 
Year C Year B | Year A 
Corporations tse.) 18 $ 4,526 | $ 3,820 | $ 2,276 | $1,096 
Corporations Zeer eee 20 5, 490 5,362 4,884 3,624 
Corporahiongs. pee en 26 2,840 2,260 1,257 | (D)526 
Corporation 4 we aye ys OG 6,187 5,878 5,270 2 , 863 


$19,043 | $17,320 | $13,687 | $7,057 


At the end of year C, the book value of the stock interest held in these 
four distributing agencies was $17,320, at the end of year B, it was 
$13,687, and by the end of year A, the book value had dropped to $7,057. 
Each of the four concerns had operated unprofitably for each of the 3 
years; in fact, for Corporation 3, the 26 per cent stock interest had fallen 
from a book value of $2,260 in year C, to a book deficit in tangible net 
worth of $526 in year A. For each year the item of investments in the 
balance sheets of the Commercial Truck Corporation, and also the sur- 
plus, were accordingly inflated by the difference between the cost value of 
the investments and the actual book value on the respective statement 
dates, that is, by a difference of $1,723, $5,356, and $11,986 respectively. 

A computation of the average collection period for the total of accounts 
and notes receivable gave 56 days for year C, 103 days for year B, and 61 
days for year A, based on the figures in Schedule 46. Such a wide fluctua- 
tion inaverage collection periods for a 3-year spread is very unusual. More- 
over, sales in this line of business often are made on terms that call for 
monthly payments for from 1 to 3 years; even the longer collection period 
of 103 days for year B accordingly seemed rather short. This subject was 
discussed with the treasurer to ascertain the typical terms of sale. Some 
sales, the treasurer explained, were made on cash terms with part pay- 
ment advanced with the order. Other sales were made on 30- and 60-day 
net terms; still others called for one-fourth down payment and the remain- 
der in 24 equal monthly installments. The selling terms were so varied 
that they were of no use unless a detailed breakdown of the receivables 
could have been obtained on the specific respective terms of sale. 

At this stage, the treasurer was asked why the Commercial Truck Cor- 
poration carried all its own notes receivable and installment accounts 
when most truck manufacturers had an arrangement with a sales finance 
company whereby the finance company advanced from 80 to 90 per cent 


NET SALES TO TANGIBLE NET WORTH 403 


of notes receivable and installment paper. ‘That is the finance policy we 
follow too,” replied the treasurer. “‘We borrow from our banks on our 
note bearing the endorsement of our officers but we also discount our 
notes receivable and installment paper with a well-known finance com- 
pany.” The treasurer was asked why the liability to the finance company 
was not shown in the balance sheet as a direct liability, or in a footnote to 
the balance sheet as an indirect liability, to which he exclaimed that he 
did not think “that was necessary.”” The amount of the contingent lia- 
bility for notes receivable discounted in this manner on each of the fiscal 
dates was then learned to have been as follows: 


PYG ATE Cerner Sb phate Nc ts A $102 ,517 
CATA ee cai See A ee ks ee ke 137 , 986 
NACE 0 Wa eat a eng Ped ara 12) 273 


Analysis of Adjusted Figures. To obtain an accurate picture of the finan- 
cial condition of this concern over the 3-year period it now became nec- 
essary to adjust the figures shown in Schedule 46, decreasing the invest- 
ment on each balance sheet to the actual book value of the investments on 
each statement date, decreasing the surplus accounts similar amounts, 
increasing notes receivable to the respective amounts which were dis- 
counted, and increasing liabilities on each statement date the same 
amount. With these adjustments, the comparative figures would be 
changed as they appear in Schedule 47. 

No change took place in the net working capital or in the net sales as a 
result of these adjustments. However, most of the other important figures 
used in studying the financial condition of a business enterprise were 
modified—the current assets, the current liabilities, the surplus, the tan- 
gible net worth, the net profits, and the current ratio. 

The most evident changes were in the net profit figures. As a result of 
taking the respective yearly losses on the investments into the income 
statement, the net profit of $1,972 in year C became a loss of $1,909; 
the net profit of $14,127 in year B became $12,652, and the net profit of 
$38,801 in year A was reduced to $32,171. The surplus and the tangible 
net worth on each statement were reduced the same respective yearly 
amounts. 

The notes receivable in each balance sheet were increased to the extent 
of the respective contingent liabilities, $102,517 for year C’, $137,986 for 
year B, and $172,273 for year A. The current assets and the current lia- 
bilities were expanded each year by the same amounts. The result was a 
reduction in the current ratio from 3.38 to 1.95 in year C, from 1.39 to 
1.30 in year B, and from 1.12 to 1.11 in year A. The average collection 
periods now became 121 days, 150 days, and 94 days respectively. 

The original figures showed an extended financial condition from over- 
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(Schedule 47] 


CoMMERCIAL TRUCK CORPORATION 


Comparative Adjusted Figures for Years Ended December 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Casha, Sabryaes. 4:2. 2 eee $ 24,292 $ 102,828 $ 192,171 
INoteseRecetvallene nape fru 111,885 164,371 209 , 487 
Accounts Receivable............ 78,552 2, 202 281,745 
Imventoryecsetee sot e ee 119,781 217,594 1,088, 540 
CasheAdvss Recs on) Contractsaam: eater ties nnn eee 381,860 
GurrenteAssets mar nes ee ee $ 334,510 $ 761,995 $2,153, 803 
PixedmAssetss NeGaner seein ete 50, 207 53, 538 60,041 
investments wares: an 2 17,320 13 , 687 7,057 
Miscellaneous Receivables....... 2,208 20807 noe See 
DuestrommOsiceroaewas cee 4,117 7,861 6,583 
iDeferredmlitenicmer es ean ee 9,498 8,863 7,090 
GoodsWill ecco ee 1 1 1 

LOTAL ELE erent re ese ke. Se $ 417,861 $ 846,153 $2,234,575 

LIABILITIES 

Due to Finance Company....... $ 102,517 $ 137,986 $ 172,273 
Notes Payable to Banks........ 20,400 210,900 613,953 
Notes Paya forsMVierchamdisems. .c) tans men on a ee eae 4,732 
Accounts aya lesen ser ancrs rae 35, 204 225,067 620 , 323 
INCCYUAISHERaeerer nh Pye em eet a 4,026 U5 le 13,794 
AWavancesson Contractsae sc ke heuer ee en rere eee 420,000 
Reserves ore baxés: 2.00) Tae are eee a? POL Ree 82,255 
CreditsBalancesacy susie enc 3,343 2,311 5,426 
WD UeRtOl OMCers. ema ne ieee 5,614 2,168 10,081 
Current Irabiliiies.. 0... 2.4: $ 171,104 $ 585,608 $1,942,837 
Deferredsincome.....2 2 eee 1,647 2,783 1,805 
Common Stock, Class A........ 102,875 102,875 102,875 
Common Stock, Class B........ 175,000 175,000 175,000 
DSULp lu Se kee Me ee ee Be (D)82,7665 (D)20,113 12,058 

ORAL ade dey SN . $ 417,861 $ 846,153 $2,234,575 
Net Working Capital............ $ 163,406 $ 176,387 $ 210,966 
COEF ROOG ROIDE oo sRGB ee 1.95 1.30 iaalal 
Tangible Net Worth............. $ 245,109 $ 257,761 $ 289,982 
INGtiSalesaeine te eke ee. tm atts SOLO OD $1,076,813 $1,904,666 
Netvbrofitty. est 0 6 sour meee (L)1,909 12,652 32,171 
Dividendsae cee a eee. ae None None None 
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trading. The adjusted figures threw that condition into more relief. 
Whereas the current liabilities in year B and year A in the original figures 
were $447,622 and $1,770,564, respectively, in the adjusted figures they 
became $585,608 and $1,942,837, respectively. At the same time the 
apparent tangible net worth dropped from $263,117 and $301,918 to 
$257,761 and $289,932, respectively. As a result of the increase in current 
liabilities and the shrinkage in the real tangible net worth, the relationship 
of the current debt to tangible net worth expanded from 170.1 per cent to 
227.3 per cent in year B, and from 586.2 per cent to 670.2 per cent in year 
A. Simultaneously the relationship between the net sales and the tangible 
net worth increased moderately from 4.09 to 4.18 times in year B, and 
from 6.31 to 6.57 times in year A. 

This corporation was in an unbalanced financial condition in year B, 
and obviously so in year A. Not only were the inventory and the current 
liabilities most excessive, but it was evident that the concern was having 
some difficulty in financing itself. This is clear from three items in the 
balance sheet. The first item is the Notes Payable to Banks of $613,953. Of 
this amount $600,000 was being lent on the endorsement of the officers 
who were reputed to have large outside means. When an additional loan 
was sought from one of the depository banks, only $13,953 could be ob- 
tained, and that was secured by the pledge of the notes receivable which 
had not already been discounted with the finance company. The second 
item is Notes Payable for Merchandise of $4,732. This amount is small, but 
to obtain extra time a promissory note running for 3 months was given in 
payment instead of buying on discount or open account net terms. Third 
are the two items, one in the assets of Cash Advances Received on Contracts 
of $381,860, and the other in the current liabilities of Advances on Con- 
tracts of $420,000. One very substantial business corporation had placed a 
heavy order; to see that order through, it had been necessary for the cor- 
poration to make cash advances totaling $420,000. Each of these practices 
was out of the ordinary and would not be followed by concerns in healthy 
financial condition. 

There was absolutely no question about the fact that the Commercial 
Truck Corporation was overtrading, and that this was the fundamental 
reason for the extended financial condition. The figures as of year B and 
year A, both the original and adjusted figures, left no basis for any other 
conclusion, even though the original figures were slightly less heavy than 
the adjusted figures. The only solution to a condition of this nature is to 
reduce the volume as rapidly as is reasonably possible in accordance with 
a carefully planned policy. An annual volume of business in the neighbor- 
hood of $950,000 would be sufficient to keep all facilities in use at capac- 
ity and provide a handsome profit, if the management were well-rounded, 
capable, aggressive, and imaginative. 
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Converters of Specialty Cotton Cloth 


This business enterprise has had quite a record of continuous operations. 
It was organized in 1892 to process specialty cloth for bookbinders; that 
is, to buy grey goods in the open market from cotton cloth mills and then 
to treat that grey goods in a variety of special ways and processes. Since 
that time, many supplementary products had been added so that today it 
produces starch-filled, pyroxylin-impregnated, and pyroxyl-coated fab- 
rics, shoe fabrics, tracing cloth, rubber holland gumming, holland cloth, 
and backing cloth for the photographic trade. Control of the business re- 
mained in the hands of the same family until year A, when the control 
was purchased by a group of employees. Operations have been conducted 
under the style of the Book Cloth Manufacturing Corporation with the 
manufacturing plant located in Connecticut. 

The corporation has two subsidiaries. Control of the first subsidiary, 
the Bleachery & Finishing Co. Inc., also located in Connecticut, was ac- 
quired 7 year ago. This concern bleaches and finishes all the grey cotton 
cloth purchased in the open market and used by the parent company. The 
subsidiary is in a very extended financial condition, operating with a defi- 
cit in tangible net worth of $173,624. It is kept in existence by advances 
from the parent company, which totaled $546,822 at the end of year A. 
The deficit in the tangible net worth and the advances are washed out in 
the consolidated balance sheets which the management releases on the 
financial condition of the parent corporation and the two subsidiaries. 
This subsidiary is wholly owned. 

A 75 per cent interest was acquired 3 years ago in the second subsidiary, 
Book Mills, Inc., located in South Carolina. This enterprise has been 
operated profitably and its affairs are in healthy shape. At this plant spe- 
cialty cotton cloth is woven. This subsidiary operates on its own responsi- 
bility and receives no advances from the parent company. The minority 
interest representing the one-quarter interest in this mill owned by others 
is carried at $56,808 in the consolidated balance sheet of the parent cor- 
poration and the two subsidiaries in year C, at $56,005 in year B, and at 
$66,864 in year A. 

The comparative consolidated financial conditions of the Book Cloth 
Manufacturing Corporation and its two subsidiaries for the last three con- 
secutive years appear in Schedule 48. These figures disclose several rather 
unusual and interesting situations. 

During 6 of the 7 years preceding year C, consolidated operations were 
conducted unprofitably. Over this period, it became increasingly difficult 
for the Book Cloth Manufacturing Corporation to obtain bank loans on 
its straight unsecured note without the endorsements of the owners of the 
business. Although the owners were willing to lend funds directly to the 
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Boox CiotH ManuracturinGc Corporation 
Comparative Consolidated Figures for Years Ended September 30, 19— 
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[Schedule 48] 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Cashmere are Low ey. $ 29,169 $ 18,347 $ 18,942 
INotessReceivall er d.4. tk cuit ois ewes vss iain Susaeor 1,070 on 
Accounts Receivable............ 11,954 19,916 7,754 
IDUCHLOMMeL Acton cc. waa try y. c 80,533 61,445 252,497 
TMVentOnyet ieee hme il: La 781,344 735,526 699 , 745 
CaCI PASSCLSi ne tuys os $ 903,000 $ 836,304 $ 980,325 
ixedeAssets, N€tiicqc. sca ss . 966, 427 955, 068 917,305 
investments name. ose tees 492 350 350 
Miscellaneous Receivables....... 31,565 29 , 249 23,749 
Prepaid Expenses.............. 13,877 9,411 4,962 
GROG LAN ie, Seas i ae genie ae 100,000 100, 000 100 , 000 
MC ACKE=IMNATKSivvcest Het: ttre eee 58,960 58, 932 58 , 932 

AROG WAI deat RAAB a $2,074,321 $1,989,314 $2 , 085 , 623 

LIABILITIES 

NotessPayable for Machinery... $.5....-.-. $........- $ 6,000 
Accounts Payables. =.......%.. 214,814 192,322 163 , 902 
INCOLUAI Siem ets . oh. 1 teers. eee ee 48,978 28, 224 24,735 
Deferred Notes Payable—Cur- 

TRE MANNA. bees Fo wom one 20, 000 20, 000 20, 000 
Current. biabilitves.............. $ 283,792 $ 240,546 $ 214,637 
Reserves for Contingencies...... 22,000 223000 Hee Doe 
DG VES IMO EEN BOCK, - 4 .dino. ide ewes = Monee onee 800, 000 
Real Estate Mortgage.......... 25, 000 25,000 25,000 
Deferred Notes Payable......... 235,000 215,000 195,000 
OLOIMIGUGOUIUELES® sini dae a oe - $ 565,792 $ 502,546 $1, 234,637 
virmoribye interest-rate ann cis 56,808 56, 005 66 , 864 
COMMONS LOCKE ee Hee nen ee 1,150,000 1,150,000 7,000 
Crpitaleounplirsee, Aeees Marea Locke lacie) Orman. ieee ae 343 , 000 
| Deneiea Siig aeeaemse ou mee 301, 721 280,763 434,122 

“GROUUNTE, 2 9 Se Nts Rea ee Coe Ue ee aA $1,989,314 $2 , 085 , 623 
Net Working Capital............ $ 619,208 $ 595,758 $ 765,688 
COURT MOLIORA DS OS Gee eee aon 3.18 3.48 AQT 
Tangible Net Worth............. $1,292,761 pile lense $ 625,190 
INGA clog os sie cece ee eects $2,984,508 $3 , 968,531 $4, 426 , 952 
ING RONG, a Gee on cae omee avcocn a UME UD (L)20, 958 153,359 
lOKpelsie ses n a ote nee omee tec None None None 
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business itself, they did not care to endorse bank borrowings. These 
owners extended loans on an open account basis, gradually increasing in 
amount to $275,000 in year D. At this point it was decided to fund the 
loans over a period of years, $5,000 to mature quarterly during each suc- 
ceeding year until the entire amount was paid. This item appears as De- 
ferred Notes Payable in the comparative figures ranging from $235,000 in 
year C to $195,000 in year A, bearing interest at 4 per cent per annum. 
Each balance sheet includes the $20,000 due quarterly in the ensuing year 
in the current liabilities. 

In the early part of year A, several of the employees decided to attempt 
to acquire control of the business. They believed that they could operate 
the enterprise for themselves more profitably than the absentee owners 
had been able to operate it. Among themselves they were able to collect a 
pool of cash of an undisclosed amount. They went to the owners, offering 
this cash as a down payment for the entire outstanding stock, the balance 
of the purchase price to be an issue of 5 per cent first mortgage bonds to 
run for 15 years but with serial maturities to begin within 3 years, the 
serial maturity to be a minimum of $50,000 but to be increased by a cer- 
tain fixed percentage of net earnings. 

The sale of the entire outstanding capital stock was made on this basis. 
The common stock of $1,150,000 in year C and year B now became an 
issue of first mortgage bonds of $800,000, common stock of $7,000, and 
capital surplus of $343,000. By this change $800,000 of the tangible net 
worth in year B became a definite fixed liability of the same amount in 
year A with immediate yearly interest charges of $40,000. The new owners 
realized what an added obligation the business was assuming but they 
felt that more than the $40,000 could be saved by the elimination of un- 
profitable lines, by a reduction in personnel, by a gradual strengthening 
in prices, and by more efficient production methods. 

In addition to this issue of first mortgage bonds aggregating $800,000 
and deferred notes payable of $195,000, the figures as of year A disclose 
a real estate mortgage of $25,000, or total slow liabilities of $1,020,000. 
The mortgage was on one piece of the plant property, bore interest at the 
rate of 5 per cent per annum, and was due 6 years in the future. 

In year /’ the business had been very heavily indebted to the owners 
for loans. Arrangements had been made with a factor at that time to check 
the credits, and to guarantee and cash the sales.? Under this arrangement, 
receivables as created were immediately sold to the factor without re- 
course and the corporation received cash for its sales without any delay. 
This arrangement is quite typical in various divisions of the textile indus- 
try. The item Due from Factor, which amounted to $80,533 in year C, 
$61,445 in year B, and $252,497 in year A, represented cash for the sale 


? For information regarding the operations of factors, see footnote 2, pp. 178-179. 
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of receivables without recourse which was still in the hands of the factor 
and which could be drawn on a moment’s notice. The sale of receivables to 
a factor is a very different financing arrangement from the discounting of 
notes receivable with a finance company, as the sale is made without re- 
course and there is no contingent liability such as exists with the discount- 
ing of notes receivable. 

The tangible net worth represented the sum of the outstanding com- 
mon stock and earned surplus in year C and year B, and of the common 
stock, capital surplus, and earned surplus in year A, less good will carried 
at $100,000 in each of the consolidated balance sheets, and trademarks 
carried at $58,960 in year C and at $58,932 in year B and in year A. 

For year C the consolidated income statement disclosed a loss of 
$13,505, and for year B a loss of $20,958. For year A, a very substantial 
net profit of $153,359 was recorded. The profits for year A together with 
the earned depreciation on the fixed assets brought about a very material 
increase in the net working capital from $595,758 in year B to $765,688 in 
year A. Now let us examine the relationship between the net sales and the 
tangible net worth over these 3 years: 


Year C Year B Year A 
INGtbaOaleshemtne ee tas ele Sy $2,984,508 $3 , 968,531 $4 , 426, 952 
MomoiblesNetawWorvhern. eee tere al, 292e761 1,271,831 625,190 
Ratio of Net Sales to Tangible Net 
NWY OIE sce ee rr yn eet aire roll Ss LZ 7.08 


For year C, net sales amounted to $2,984,508 on a tangible net worth 
of $1,292,761, giving a turnover of 2.31 times. During year B, the net 
sales increased to $3,968,531 or 32.9 per cent, while the tangible net worth 
decreased to $1,271,831, or 1.7 per cent. With the spread in these two 
figures the turnover for year B became 3.12 times. 

For year A, the net profits amounted to $153,359. The change in capi- 
talization had taken place as of April 1, so that interest for 6 months on 
the newly created issue of first mortgage bonds of $800,000, amounting to 
$20,000, had been charged to expense. In year A, net sales expanded to 
$4,426,952, the highest annual sales in the history of the business. To 
support this greater volume, the tangible net worth should have increased 
in proportion. However, it had actually decreased well over 50 per cent 
with the conversion of $800,000 of the tangible net worth into a funded 
liability. On the greatly reduced tangible net worth of $625,109, the turn- 
over was 7.08 times, out of all reasonable proportion for this line of 
business. 

Condensed Analysis. In this case the investment item, amounting to 
$492 in year C, and to $350 in year B and in year A, carried no signifi- 
cance. This item represented a few shares of stock in two corporations in 
which the Book Cloth Manufacturing Corporation had been a creditor. 
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These shares of stock had been received in reorganizations of the two 
corporations. 

The figures as of year C and year B both disclosed attractive current 
conditions. The current liabilities in both years were moderate. In other 
respects, however, the figures of both years were heavy. In the first place, 
the inventory exceeded the net working capital. In the second place, the 
net depreciated value of the fixed assets represented 74.8 per cent and 
75.1 per cent of the respective tangible net worth. In the third place, 
operations had been conducted at a loss in 8 out of the preceding 10 years. 

Then the changes which have already been described took place in year 
A, and the financial condition was transposed overnight. As a result of the 
increase in net working capital and a reduction in inventory, the inventory 
was now in line. The current liabilities were low. Operations were changed 
from the red to the black. Notwithstanding these improvements, four 
other relationships were now so very much out of line that the business 
was in a very critical financial condition. The fixed assets were 46.7 per 
cent in excess of the tangible net worth. Funded obligations aggregated 
the substantial sum of $1,020,000 and were materially greater than the 
net working capital. Total liabilities amounted to $1,234,637 and were al- 
most twice as large as the tangible net worth. Finally, the turnover of tan- 
gible net worth was 7.08 times as compared with a normal turnover of 
2.75 to 3.00 times for this type of operation. 

The consolidated financial condition as of year A was so mixed up that 
it would be difficult to unscramble. In the two preceding cases studied in 
this chapter, overtrading was the clear explanation of the unbalanced 
condition, and the solution was a reduction in the volume of net sales to 
reasonable limits. The problem here was quite different. If the financial 
capitalization had been the same in year A as in year B, the volume of 
$4,426,952, while a trifle heavy, could have been carried by the tangible 
net worth. 

To decrease the volume of business to the amount that should be 
handled by the reduced tangible net worth of $625,190 was not the sound 
solution here. Such a program would mean that the plants would be op- 
erated at a low percentage of capacity; the increased operating expenses 
would invite unprofitable operations. The basic solution really called for 
the investment of at least $1,000,000 in cash in capital stock. Of that sum 
$800,000 should be used to pay off the first mortgage bonds; and the re- 
maining $200,000 to increase the working capital. This solution was not 
a feasible one, as the new owners did not have the funds and they did not 
want outside interests in the business. 

With the financial condition so obviously unbalanced in year A, there 
is just a bare chance that this enterprise may be pulled out of the hole over 
a period of years by exceptionally keen, aggressive, economical manage- 
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ment. Every penny that can be saved must be saved and be used to reduce 
liabilities. There is absolutely no chance for dividends. The $1,000,000 
which is needed to put the business in sound shape must be earned. That 
will be a difficult job with expenses higher than competitors’ to the extent 
of the interest and amortization on the funded obligations, and to the 
extent that the depreciation must be earned on the excessive amount of 
the fixed assets. 


TYPICAL RATIOS OF NET SALES TO TANGIBLE NET WORTH 


From the gross income, that is, the actual receipts from the net sales of 
a business, come the funds to repay bank loans, to pay merchandise in- 
voices, salaries, wages, rent, light, heat, transportation, insurance, and 
other expenses. Net sales are to a business enterprise what oxygen is to 
the human being. They both support life. A very material increase in the 
volume of net sales has the same effect upon the business organism as an 
increase in the quantity of inhaled oxygen has upon the human organism. 
The business operates with greater profits and effectiveness, operations 
are speeded up, but the apparent ease of accomplishment is based upon a 
strain that must be kept in delicate balance. The more net sales expand 
above a certain point, the greater the strain becomes. That strain is 
measured by two valuable comparisons, one of net sales to tangible net 
worth discussed in this chapter, and the other of net sales to net working 
capital discussed in the following chapter. 

What is meant by the ‘delicate balance” that controls the strain when 
a concern is transacting a heavy volume of business? Merely the relation- 
ship between the income and the outgo of funds. The lapse of time be- 
tween the day when funds are taken in and the day when those same 
funds are disbursed is very short, and nothing can disturb that balance 
without having a vital effect upon the business. 

The operation of a commercial or industrial business enterprise which 
is trading heavily is based upon an anticipated volume of business. For- 
ward commitments invariably are placed for its requirements of raw mate- 
rial or finished merchandise to be shipped at some near future date. If 
anticipated orders now fail to materialize; if certain important orders al- 
ready confirmed and on the books are canceled and for business reasons 
the cancellations must be accepted; if a strike occurs in a plant and the 
inventory continues to pile up with the receipt of raw material; if any 
unexpected factor happens to materialize and to last for a period of 1 to 3 
months, then the liabilities, already heavy, must continue to expand just 
at the time when the income to meet these larger obligations is rapidly 
dropping. That is an almost ideal combination for financial embarrass- 
ment. Funds to meet the increasing liabilities are lacking. 
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Small business enterprises have a better chance of getting away with 
overtrading than larger concerns. The resources of small concerns may 
be managed more readily, the problems are smaller and less widely scat- 
tered, the decisions are less important, the necessary controls are fewer, 
and the knowledge of the business is greater. Overtrading becomes in- 
creasingly hazardous as size mounts. 

The momentum of a concern that is overtrading carries the business 
forward on its path in the same way that a moving automobile continues 
to plunge ahead notwithstanding pressure on its brakes. The faster a 
business concern is moving, the more chance there is for vital mistakes, 
and the more difficult it is to change its direction. Speed is a difficult 
reality to control. The greater the speed, the greater the possibility of a 
critical accident! 


Maxim 


As with the ratio of net sales of inventory, no broad maxim can be given 
as a guide to the safe limits of the ratio of net sales to tangible net worth. 
As a general rule, if this ratio is more than twice as large as the median 
for the particular division of commerce or industry, as given in Schedule 
49, on the following two pages, the analyst may well feel that overtrading 
is taking place. 

Schedule 49 lists the typical ratios of net sales to tangible net worth 
for 37 divisions of manufacturing, 18 of wholesaling, and 11 of retailing 
each year for the 5 years from 1960 to 1964 inclusive, with a 5-year 
arithmetical average for each division. The ratio of net sales to tangible 
net worth for any of these lines of activity, to disclose undertrading, 
would probably be below the figure representing the lower quartile in the 
table in the Appendix. 

Manufacturers of dresses with a 5-year average of 10.75 times have the 
highest turnover of tangible net worth, packers of meats and provisions 
are second with a ratio of 8.09 times, and building construction contrac- 
tors are third with a 5-year average ratio of 6.48 times. The lowest ratio 
of net sales to tangible net worth among manufacturers is shown by 
paper mills with a 5-year average of 1.57 times, followed by cotton cloth 
mills with 1.87 times, and manufacturers of industrial chemicals with 
1.90 times. 

Wholesalers as a class naturally have a faster turnover of tangible net 
worth than manufacturers or retailers. Wholesalers of cigars, cigarettes, 
and tobacco with a 5-year average ratio of net sales to tangible net worth 
of 14.20 times lead the parade. Wholesalers of meat and meat products 
are second with a 5-year average of 10.86 times, and wholesalers of gro- 
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[Schedule 49] 


Lines of Business Activity 


MANUFACTURERS 
Agricultural Implements 
chinery.. ; 
Airplane Parts and “Accessories. . 
Automobile Parts and Accessories. . 


and Ma- 


Bedsprings and Mattresses.......... 
Bodies, Auto, Bus, and Truck........ 
Bolts, Screws, Nuts, and Nails....... 
IBLE WCLiGs Meme Res SER Nene 0 urls ato 


Coats and Suits, Men’s and Boys’... .|: 


Coats and Suits, Women’s........... 
Confectionery...... 

Contractors, Building Construction. 
Contractors, Electrical 
Cottons@lothm\inlls 9 vip etae aes: 


JHU Sait od Ae Ss ee Oe de a 
Electrical Parts and Supplies......... 
Foundries, Iron and Steel 
Fruits and Vegetables, Canners...... 
SUT AUR a 8 oes aioe eee 
an chweanevan dw LOOlSsnstsctcats os oe 
ROSICIYV MPR er od tare tit oe oe eae 
RUIN CMP eer ee eee i cee hes 
Machine Shops.. GX. k=: 
Meats and Provisions, Packers We Boe 
Netals Stampin est eeseicis aes mn: 
Outerwear, Knitted 
Overalls and Work Clothing......... 
Paints, Varnishes, and Lacquers...... 
DADC RPE oer: oe Oreo sab ond uoolle.s 
Rea DCIEOOXCS Mer a aemecwaee) oie Shs ae 
IPrITibersrdO bien etch 1: ein ere tes 


Shirts, Underwear, and Pajamas, 
INAS eee NRCS eee act eee 
Shoes, Men’s, Women’s, and Chil- 
CLIC Eu. 5 sitet hic ean eto eb ee eee 


Soft Drinks, Bottlers. . 
Structural Iron and Steel, en onicators: 


Number of Times 


Median Fivd 

Year 

1960 | 1961 | 1962 | 1963 | 1964 |*”°T88° 
2.15| 2.14| 2.48 | 3.06] 3.07| 2.58 
3.17] 2.63| 3.06 | 3.88] 3.12| 3.17 
2.26| 2.24| 2.70] 2.96| 2.88| 2.61 
4.68| 5.02| 5.19 | 4.65] 4.71| 4.85 
2.85| 3.07| 2.87 | 2.85} 2.99| 2.93 
3.20| 2.70| 2.78 | 3.97] 3.59| 3.25 
2.88| 2.22| 2.16] 2.92] 2.86] 2.61 
2.41| 2.38| 2.22 | 2.24] 2.33| 2.32 
S18) 1.961 1-88°| 12781 1.7) se 90 
4.50| 4.73| 5.25 | 5.35| 5.24| 5.01 
8.29| 7.56| 7.02 | 7.75] 8.77| 7.88 
3.36| 3.28| 3.75 | 3.88] 3.58| 3.57 
7.09| 5.86| 4.36 | 7.52] 7.33| 6.43 
3.613.598) 3.58 || 4073 51381 lo 416 
1.74] 1.881 1.96 | 1.84| 1.92] 1.87 
10.24] 12.27| 8.59 |11.68|10.98| 10.75 
1.90] 2.08] 1.93 | 2.29] 2.21] 2.08 
2.29| 2.69| 2.94 | 3.24] 2.94] 2.82 
2.40| 2.55| 2.53 | 2.85| 2.84] 2.63 
3.29| 3.35| 3.36 | 3.78] 3.19] 3.39 
2.70| 2.81| 2.97 | 4.11] 3.49] 3.22 
2.29| 2.17| 2.25 | 2.15] 2.25] 2.22 
218| 2.49| 3.83 | 2.89] 2.70] 2.82 
1.60! 1.64] 1.88 | 3.05] 2.78] 2.19 
2.25| 1.99] 2.34] 3.25| 3.46| 2.66 
6.82| 7.53| 8.78 | 8.94] 8.40] 8.09 
2.22| 2.50] 2.76 | 3.03] 3.22| 2.75 
5.831 6416] 5.48 |. 5.53 6.83 me oeer 
4.18| 3.64| 4.56 | 4.35] 4.05| 4.16 
2.80| 3.04] 2.75 | 3.03] 2.84| 2.89 
1 84) 1 Seles ole ees led be | elhae 
2.06| 2.48] 2.45 | 2.93] 3.30] 2.64 
2.61| 2.89| 2.71 | 3.00] 3.02] 2.85 
AOS) 4:18 441 16087) 6.51) 512 
3.19| 4.68] 4.21 | 4.74] 4.61| 4.29 
1.921 2.18] 2.53 | 2.60| 3.13] 2.47 
5 14|)2-741 9213-3851 3.06]. 2418 


en eee se ee eee 
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[Schedule 49 (Cont.)] 
Ratios or Ner Sates To TaNciste Nev WortH (Continued) 
poeae hielo As Te ee a ee ee 


Number of Times 


Lines of Business Activity Median oes 


Year 
Average 


1960 | 1961 | 1962 | 1963 | 1964 


WHOLESALERS 

Automobile Parts and Accessories....| 3.28] 3.19] 3.40] 3.70] 3.81 3.48 
Cigars, Cigarettes, and Tobacco...... 14.72] 11.93] 14.95] 14.40] 15.02] 14.20 
Confectionery. . De eee ee eo 4) GOO) MSs Se] S504) iyceee 7.20 
Drugs and Drug Sundries. ee 5 | AL WSs) OPP) Boll) Sew 5.65 
Drvya GoodSiem cei ves ee on one eae 4.07] 4.36] 4.52] 6.85] 6.23 Heelel 
Electrical Parts and Supplies......... 5.69| 5.04] 5.28] 5.36] 5.53 5.38 
Fruits and Produce, Fresh...........} 8.92} 6.94] 8.50] 9.61] 11.07 9.01 
Gasoline, Fuel Oil and Lubricating 

COU eet, ac et PERE hel 4.253)|| 3.27) 3).25)| = 484 aa 4.01 
GIOCETIES ey ans Fett eo ee ate 9.69] 8.25] 10.46] 10.20)10.76] 9.87 
FLAP Ware. ton ems coe eae tyne lettre ee 2.75| 2.69) 3.00] 38.45] 3.55 3.09 
Household Appliances, Electrical.....]| 6.05] 5.76] 6.17] 5.03] 4.95 5.59 
Lumber and Building Materials......| 3.61] 4.33] 3.36] 4.24] 4.09 3.93 
Meat and Meat Products............| 11.87] 9.09] 11.17] 10.21]11.98] 10.86 
Paints, Varnishes, and Lacquers...... MIM || Poty\| PAL) BME B.cWw 2.79 
[RAD CAS AA eS, Le teens, RD: RET 5.388] 4.93] 4.94] 5.36] 5.48 5r22 
Plumbing and Heating Supplies......} 3.22] 2.95] 3.45] 3.93] 4.02 3.51 
Shoes, Men’s, Women’s, and Chil- 

dren Some eee Meas Mepis 3.50} 4.49] 4.91] 6.28 87 4.81 
Wanesran de biquorscee ace ee erie nel me O02) | On 0551 mG 54.| even G 81 6.64 

RETAILERS 

Clothing, Men’s and Boys’.......... Dears) || PON A PR BYE |) PAKS || Ash 2.54 
Clothing, Men’s and Women’s....... POO 2538 22:70) O9ie2 693i ee 
Department: Storesae case eae Paste) || ALO) enOby\| Boas)! Sw 3.12 
DISCOUD ty StOneS 99. wc hea os, Meet c | ee ell een oe 8.48] 7.79} 8.13 8.13 
Hm s ines. evens ane eee ee ae ee ZZ 2Ole|) 2eASion o Olona, 3.03 
Furniture. . Ratatat IES EOI 59) |) ti |) Be 1.98 
Groceries and Meats. UE erase) esl het It tq (al, touters| » ora) 8.88 
ATO WAT tome LA dee sobs ke awed ERE, ee 19) Us Oil ilies 57a lle all ee 1.93 
Lumber and Building Materials 75.40) PAOP3|) IW tekhl| PPAN| ASS || AAS 
SHOCG Hea ee ee re: Petey Sa ee 3.05] 3.30] 3.05] 2.88 3.27 Soak 
Women’s Specialty Shops............| 3.24] 3.30] 3.61] 3.71] 3.83 3.54 


ceries third with a 5-year average of 9.87 times. The slowest turnover of 
tangible net worth among wholesalers is contributed by wholesalers of 
paints, varnishes, and lacquers with a 5-year average of 2.79 times, 
followed by wholesalers of hardware with 3.09 times. 
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The highest ratio of net sales to tangible net worth among the retail 
lines is shown by grocery and meat stores with a 5-year average of 8.88 
times, and the lowest by retail hardware stores with 1.93 times. 


THEORY AND PROBLEMS 
1. What information would you expect to obtain from the relationship of net sales to 
tangible net worth? 


2. Compute the ratio of net sales to tangible net worth of the following two business 
enterprises: 


Company A Company B 
INIGUAS RSS) hc 6 hom Se Sic, at es Re Ae oe $423,620 $561,432 
TROL JANCIS Sto irs we cacy RSNA ESSIEN ug 360,140 480,670 
HriGan Cl DIGRASSOUS ments ete. C¥. oetens ce ais Minti sadichaaorat ves 50,100 if 
sRovalelsioilitiess paces Shee eens 6 he 3 Mah os es $155,622 $378,462 


Does the higher ratio indicate which of these two business enterprises is using its 
assets with greater efficiency, its investment in the business with greater efficiency, 
or both, or neither? Explain. 


3. Describe what is meant by overtrading; by undertrading. 


4. What is an indication of overtrading? of undertrading? Give two solutions to a 
financial condition characterized by overtrading. 


5. Are liabilities light or heavy in cases of overtrading? Explain you answer. 


6. Determine the ratio of net sales to tangible net worth of the Wholesale Hosiery 
Co., Inc., from the following figures and give your interpretation of the trend: 


Year C Year B Year A 
INGE RIES Soe aero eee ree ee $226,710 $310, 886 $401 , 972 
Man ctblesNetavVorthten. eae. ou. <.sam oman 67 , 264 71,790 76, 687 


7. The audited figures of Style Dress Manufacturers, Inc., for the past three fiscal 
years have been posted on a comparative statement page. These figures are given 
on page 416. You are an industrial engineer. These figures have been turned over 
to you for your analysis and criticism. The management is anxious to obtain from 
you an objective toward which its financial condition should be headed. Give your 
interpretation of the following ratios for each year and the trend of each of these 
ratios over the 3 years. Sales are made on terms of 8 per cent discount on the 
tenth of the following month: 


. Current assets to current liabilities 

. Current liabilities to tangible net worth 
. Fixed assets to tangible net worth 

. Net sales to inventory 

. Inventory to net working capital 

. Average collection period 

. Net sales to tangible net worth 


RQwnekia0 er 8 
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Sryte Dress Manuracturers, Inc. 
Comparative Figures for Years Ended October 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Gals ees tes yikes Aer ear tae? acter ae $ 4,607 $ 7,184 $ 13,562 
Accounts eCElV able... ....- 4.4. ae 33 , 282 78,290 Meeoo 
NMenchandisensc0 worn ean eee 56, 202 105,461 87,655 
OninrentcAsseise.. shh. ee eee bt, 008 $190,885 $2 oe 
BixcdWASSC US ter sae eearae-cuere ees 35,328 39,301 43,828 
Miscellaneous Receivables........... 15,484 7,657 10,913 
Rrepald@Assetsur. ss. eee eres 101 538 1,118 

PROTA pater sec «oN e he ae aa $145,004 $234,411 $ 228,432 

LIABILITIES 

INotessBayablers a eae ere esas - $ ee. Doeta ans $ 7,500 
BillsuvavallestorOtnicersheenceane peor creas mame meee er 2,590 
ALGO UIMIE IRENA wae oo ce go ou an oot 32,778 92,055 71,845 
ACCUUAIS steht re hackers et eee ren att 9,551 16,368 11,479 
IVCSCEVICS te eM ees Te ee ae ees 4,000 2,000 
Currentiiiabilewvesinn .. 55 ee $ 42,329 $112,423 $ © 6.95, 4414 
Reserves for Depreciation........... 25,971 27,146 27,961 
Preferred stocks nes ae 27 ,000 27 , 000 27,000 
Common Stock and Surplus......... 49 , 704 67 , 842 78,057 

PIN OUVAIS Re Peete) ALI Sen Me nih eee hc $145 , 004 $234,411 $ 228,432 
INICERVVLOT UIUC CUD ULC L omens titer ere $ 51,762 $ 78,462 $ 77,159 
COARREMIE TROIS, oN ee he bee oe unas Qe22 1.70 Si 
liangublenmNetaWioniitee:.. 1s sat eae. $ 76,704 $ 94,842 $ 105,057 
INGtuoales R47. Pos ats bes es $414 , 242 $640 , 000 $1, 302,000 
Net Profits...... ie ey Rey ae DOO 18,138 NO) Pails 
DIVA CO Se yaa ahs tune! Cee ee None None None 


8. The following audited balance sheet was rendered in an annual report by the Candy 
Manufacturing Corporation to its stockholders. The accompanying income state- 
ment disclosed net sales for the year of $2,434,000. These sales were made on terms 
of 2 per cent discount in 10 days, net 30 days. As a substantial stockholder you are 
interested in analyzing these figures to ascertain the basic condition of the cor- 
poration. Post the figures on a columnar sheet of paper and make the following 
computations: 


. Net working capital 

. Tangible net worth 

Current ratio 

Ratio of current liabilities to tangible net worth 
. Ratio of fixed assets to tangible net worth 

. Ratio of net sales to inventory 


“So QA9 S78 
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g. Ratio of inventory to net working capital 
h. Average collection period 
1. Ratio of net sales to tangible net worth 


Interpret each of the above ratios for a manufacturer of confectionery. 


Canpy MaNuFACTURING CORPORATION 
Balance Sheet, December 31, 19— 


ASSETS 
Current Assets 
Oban. ul Se es Oe A ee $ 614,074 
Accounts receivable—Less: Reserve for doubtful accounts 
ClStOMerS ere reer Cea: ee ee Ue ta $ 226,915 
Oper saey ree Pees inert re he ah EI ON oy 1,448 228,363 
Inventories (at cost or market, whichever is lower)...... 709,114 
lhotaluGurrent sAssetsny<ter cries Resi ban ) ee $1,551,551 
Investments 
ealsestatenmonigave emmmencm tone ices is rma ee $ 105,806 
Real estate acquired through foreclosure of mortgages... 100,017 
$ 205,823 
Less: Reserve for possible losses................020. 173 , 884 
$ 31,9389 
Cash surrender value of life insurance policies.......... 148 , 062 
LOCKS PANU OLES. sete ee ee en nee Thm 11,086 191,087 
MeternedmOharecs ees. me et ae the se noe 35, 863 
HBC OMAGRE LG hee eee ga RIN Sires ENE byes ora. Se Pe 
Land, buildings, machinery, and equipment at cost...... $4,721,297 
Less: Reserve for depreciation and reduction of cost 
VAIS: Mee es ten ee are Sere Oe a ee An 3,472,544 1,248,753 
MrademanrksrandsGoodewille-weeti cet, diac sch eee oles: 2 
$3 , 027 , 256 
LIABILITIES AND CAPITAL 
Current Liabilities 
FNCCOMMESR DAVAO Lome tiatane re nrons nas owe anes eye eee $ 140,376 
Accruals and Reserves 
Salaniescandscomimisslonss mre meena ee eae eee $ 28,746 
Real estate and personal property taxes............. 23 , 676 
HedersisincOMer taxes nies a nt ee Rte hee see 33,625 
@theraccrualssand-reservess 4... 2. ee eres 28, 887 114,934 
Phovala@unrentubrabilitiesteratss seine ae ee ern: $ 255,310 
VEGELV CH OtebrlOr VEaTs eL AXCSs oe -5- ec ais = oe lables: 15,620 
Capital Stock Shares 
4% Cumulative preferred, $100 par value 
PANT EhOLIZe CLM een tte A Aa ee el ate 4,176 
SWC hs ale hs, eR SA ots pee cancel ea ee Le ee 3,621 
essemlMetreaSulvee dav ten puke Ace a> ora 454 
@Utstancin Coe ewe Fe ork es astra ae er gk 3,167 316,700 
Common $10 par value 
ATICHOLIZed aAnGdessuecd amen tone fer sees 88,518 
essmlnetreasuryiaya eee oe). uk wees 850 
Outstandinoa pe aertes woee: th. cena a 87, 668 876,680 
Barnedesunp listenin mates ood ae eeitet! Sic. heey ener eee a 1,562,946 


$3 , 027 , 256 


CHAPTER XV 


Net Sales to Net Working Capital 


It isnot unusual to come across a situation where the relationship of net 
sales to tangible net worth is in satisfactory proportion, but the relation- 
ship of net sales to net working capital is excessive. Such a condition 
is the concomitant result of a top-heavy investment in fixed or slow 
assets, leaving a rather moderate net working capital position. As a 
business concern with this financial condition goes into the peak of its 
season, the relationship between net sales and net working capital 
becomes more and more exaggerated. Any reasonable volume of sales on a 
low or nominal net working capital condition results in relatively heavy 
current liabilities in relation to the current assets, and a consequent low 
current ratio. Where the portion of the tangible net worth invested in 
fixed or slow assets is reasonable, the ratio of net sales to net working 
capital parallels the ratio of net sales to tangible net worth, and if over- 
trading or undertrading exists, that condition is reflected simultaneously 
in both relationships. 

There is a tendency among analysts to follow one or the other of these 
two ratios. The more thorough analyst, however, will follow both com- 
parisons, as they are complementary and at times one will indicate a 
condition which is not quite so evident from the other. A high ratio of net 
sales to net working capital may be the result of overtrading, permanent 
or temporary, or may indicate the need of additional capital to support 
a structure unbalanced by top-heavy investment in fixed property. A 
careful study of the figures will always give the correct answer for the 
particular situation. A low ratio may be the result of undertrading, or 
may be a result of the fact that more funds are invested in a particular 
business enterprise than can be used to reasonable advantage. 


ILLUSTRATIONS OF RELATIONSHIPS 


The following three examples are illustrative of the importance of 
understanding the significance of the relationship between net sales and 
418 
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net working capital. The three situations are a Southern wholesaler 
of wines and liquors, a manufacturer of men’s shirts, and a manufacturer 
of woolen cloth. In the first two cases, the investments in fixed assets 
were heavy over the 3-year period. In the case of the manufacturer 
of woolen cloth, the investment in fixed assets became particularly heavy 
in year A. 


Wholesaler of Wines and Liquors 


A wholesale business handling tobacco, drugs, and confectionery, with 
an authorized and paid-in capital of $10,000, was started in Atlanta, 
Ga., 16 years ago. From the inception of the business, the distribution 
of tobacco and tobacco products became far more important than either 
drugs or confectionery. Ten years ago, when the tangible net worth 
had been increased to approximately $38,000, the concern began to 
distribute wines and liquors. Within 2 years this division of the business 
became the most important. Eight years ago, the name was changed to 
Wholesale Liquor Distributors, Inc., and the authorized capital, all 
common stock, was increased to $100,000, of which $90,000 is now paid in. 

At the present time exclusive distribution rights are held for certain 
nationally advertised brands of wines, liquors, and beer. In year A, 
less than 10 per cent of the annual volume of business was presented by 
the sale of tobacco, drugs, and confectionery. Comparative figures for the 
past three fiscal periods appear in Schedule 50. 

An increasing volume of net sales was handled each year over the 
3-year period. For year C, the net sales amounted to $2,650,522 and 
on this volume a net profit of $6,194 was earned. For year B, the net 
sales expanded to $2,882,433, an increase of 8.75 per cent, but the net 
profit dropped to $3,075. For year A, the net sales jumped to $4,583,313, 
an increase of 72.93 per cent when compared with the volume for year C. 
On these substantially expanded net sales, the net profits amounted to 
$49,861, materially greater than had ever been earned by this enterprise 
in any single previous year. 

It is very evident, in the light of Chap. XIV, that the Wholesale 
Liquor Distributors, Inc., had been overtrading for many years, and 
clearly so over this 3-year spread. On the net sales of $2,650,522 handled 
in year C, the ratio of net sales to tangible net worth was 23.29 times, 
for year B, 24.66 times, and for year A, 21.14 times. 

The great extent to which this concern had been overtrading may 
readily be seen by Schedule 49, page 414, showing the 5-year average 
ratio of net sales to tangible net worth of wholesalers of wines and liquors 
at 6.64, which is somewhat less than one-third the ratios disclosed by the 
figures of this wholesaler for any one of these 3 years. 
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That the management was aware the business was handling an exces- 
sive volume of sales was evident from two policies. First, was the fact 
that no dividends were declared over the 3 years, even in year A when 
net profits aggregated $49,861. The earnings over the 3 years totaled 
$59,130 and every single penny was retained in the business to support the 


(Schedule 50] WHOLESALE Liquor DistrisuTors, INc. 
Comparative Figures for Years Ended December 31, 19— 
(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Washterne er rt ree sr: chee $ 650,733 $ 123,692 $ 230,661 
Notes Receivable............... 8,604 12,271 24, 262 
Accounts Receivable............ 154,968 275,422 404 , 324 
AMVien tOL Vetere yet hey aor eee 144,751 276,030 391,029 
(CUPRA IOS: no Dee hone tee $ 359,056 $ 687,415 $1,050, 276 
ihixedBAssetsmiNeto aan al ee 53,449 58, 533 56,592 
iPrepaldimev.ce tree tein a5 ae 3,363 3,038 7,835 

SWOWW i teens he poe sac ae pis or $ 415,868 $ 748,986 $1,114,703 

LIABILITIES 

Notes Payable for Merchandise... $ 40,610 $ 78,650 $ 275,990 
Dwertoz@ficers seen ie ee 25,592 56,874 21,092 
Accounts Payable......... mt 218,447 464,849 545 , 697 
PACER 1S eee Ae eee Ts See ne 14,187 25,431 38,745 
Reserve for Taxes.... Me 3,158 6, 233 16,369 
Current Liabilities......... . $ 301,994 $ 632,037 $ 897,893 
Common Stock....... bi a 40,000 40,000 90, 000 
Retained Earnings...... 73 , 874 76,949 126,810 

ODAT AE a eoriee piite pee OnSOS $ 748,986 $1,114,703 
Net Working Capital...... ee Sue OOO SEO OWS $ 152,383 
OOP TROD sere oS ee Sah Beale BAA 1.19 1.08 AY, sale 
UAGUbLERN etal onthe a een $ 113,874 $ 116,949 $ 216,810 
Net Sales....... .... $2,650,522 $2, 882 , 433 $4, 583,313 
Neteront.....: ee bE Ne 6,194 3,075 49, 861 
Divsdendsits meee! eo None None None 


heavy volume. Second, was the sudden jump in the outstanding common 
stock from $40,000 to $90,000 in year A. The reinvested net profits of 
$59,130 had been insufficient to support the expanding volume in year A, 
even though the management apparently believed in overtrading. To 
support this sudden increase in sales, the management had put $50,000 
additional funds in the business in the form of common stock; of this 
sum $25,000 represented actual cash and $25,000 represented stock taken 
in payment of funds due to the officers. If the common stock had not been 
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increased the relationship of the net sales to the tangible net worth would 
have exceeded materially the 21.14 times shown in year A. 

The typical concern in this line of business has approximately 16 per 
cent of its tangible net worth invested in fixed assets. In the case of Whole- 
sale Liquor Distributors, Inc., the percentage was materially greater. 
In year C, the net depreciated value of the fixed assets consisting of a 
warehouse, office furniture, fixtures, equipment, and a fleet of delivery 
trucks amounted to 46.9 per cent of the tangible net worth, in year B, 50.1 
per cent, and in year A, 26.1 per cent. The percentage change between 
year B and year A was due to the increase in the tangible net worth from 
the added $50,000 common stock, and the $49,861 of net profits retained 
in the surplus account. 

Because of the relatively large investment in fixed assets, the net 
working capital was considerably smaller than it should have been. The 
relationship between the net sales and the net working capital accordingly 
resulted in high turnovers: 


Year C Year B Year A 
INGib SSeS Re eee to eae a eee eee $2,650, 522 $2 , 882, 433 $4, 583,313 
NetaVWVorkine Capital .....60....5.... 57, 062 55,378 152,383 
Ratio of Net Sales to Net Working 
(Cy OVRIEN Ne. Sich a tak ob neers Epp caer Ran aoe 46.49 62, 12 30.94 


While the net sales were expanding steadily and rapidly over these 
3 years, the net working capital was fluctuating. Between year C and 
year B, the net working capital dropped from $57,062 to $55,378, not- 
withstanding the fact that the net profits of $3,075 had been retained 
in the business. This drop was occasioned by an increase in the net 
depreciated value of the fixed assets from $53,449 to $58,533 in year B 
when several new delivery trucks had been purchased. In year A, the 
net working capital came into its own by a terrific expansion to $152,383 
as the new funds, both earned and invested, were largely retained in 
current assets. 

In year C, the ratio of net sales to net working capital was 46.49 times. 
In year B, this ratio increased to 52.12, and then in year A dropped to 
30.94 on the enlarged net working capital. That the ratio for each of 
these 3 years was very much out of line is evident from the fact that the 
5-year average of the median ratio for this line of business was 9.28 times, 
with a high of 10.70 in 1963 and a low of 7.82 in 1961. 

Condensed Analysis. As we learned in the last chapter, overtrading 
results in heavy current liabilities. That situation was only too true 
here. The ratio of current assets to current liabilities was 1.19 times 
in year C, 1.08 in year B, and 1.17 in year A, all exceptionally low ratios, 
because of the heavy liabilities. The same fact is emphasized by the 
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relationship of the current liabilities to the tangible net worth, ratios 
of 265.4 ner cent, 540.2 per cent, and 414.2 per cent, respectively. 

The liabilities had been so palpably heavy that the depository bank 
would grant no loan. The lending officer who handled the account was 
afraid that the concern might become financially involved at any time, 
and even if a loan was secured by the assignment of receivables or the 
pledge of warehouse receipts covering wines and liquors in a bonded 
warehouse, the risk was hardly worth the bother. Because of the lack 
of bank credit, some portion of the merchandise was paid by promissory 
notes running for 3 months. These notes amounted to $40,610 in year C, 
increased to $78,650 in year ’B, and then expanded to the quite substantial 
sum of $275,990 in year A. 

A splendid turnover of the inventory had been consistently obtained. 
The relationship of the net sales to the inventory was 18.3 times, 10.5 
times, and 11.7 times, respectively. At the same time the inventory on 
each statement date was several times as large as the net working capital. 
On the basis of the existing volume it would be practically impossible to 
operate with a smaller inventory. The inventory had been taken on 
December 31, the time when it would normally be low and the receivables 
high for a wholesale distributor. 

In this situation the following seem to have been the high lights of 
the financial condition of the figures in year A, based on the volume of net 
sales of $4,583,313: The inventory was heavy compared with the net 
working capital; the net depreciated value of the fixed assets was about 
twice as large as normal for a concern of this size in this line of business; 
the current liabilities were exceptionally heavy from every viewpoint; 
and the net working capital was low. 

There are three answers to this situation. On the assumption that 
the volume of sales reached in year A would be maintained or increased 
only moderately in the immediate future, $250,000 or $300,000 addi- 
tional money could be invested in the business in the form of preferred 
or common stock. With this amount of new money the various relation- 
ships would still be a little below normal, but affairs would be in healthy 
shape and the business would be sound. The second answer would be to 
keep the present capitalization and reduce the net sales to a proportionate 
amount for this line, or down to between $1,750,000 and $2,000,000, that 
is, somewhat more than one-half. All items in the current liabilities 
would be reduced proportionately. The third answer would be to com- 
bine these two solutions in a proportionate manner, reducing the volume 
somewhat, depending upon how much new money could be obtained for 
investment in the business. 

As a practical matter, in a situation of this character, the volume is 
rarely reduced consciously. If funds are available, or can be obtained 
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on terms which are satisfactory to the owners of a business, then such 
funds are often invested to support the growing operations. If no funds 
are available from any source to invest in preferred or common stocks, 
the owners generally go along their beaten path of overtrading, often 
to end in financial trouble, but occasionally, when they have had the full 
support of creditors, to keep going and reinvesting profits until affairs are 
gradually worked into better shape. 


Manufacturer of Men’s Shirts 


A small enterprise with a paid-in cash capital of $25,000 was organized 
14 years ago in an eastern Pennsylvania city to manufacture men’s 
shirts under the name of Shirt Mfg. Co., Inc. The owner was a young 
man from New York who had spent six years as a salesman, and a very 
successful salesman, for a large corporation in this line of business. He 
was sure he could keep a small factory going with orders, and as the 
records show, he has been well able to keep a larger and larger factory 
constantly busy filling orders. His one purpose in life was sales, and from 
the measure of steadily increasing net sales, he has done well. 

As the business expanded, additional funds were invested from time 
to time in the corporation and a large part of the earnings were kept in 
the business. At the end of year A, operations were being carried on with a 
paid-in capital of $55,000 of 5 per cent cumulative preferred stock, 
$175,000 common stock, and retained earnings of $110,199, giving a tan- 
gible net worth of $340,199. 

Over the years a wide variety of shirts had been designed. About 75 
per cent of the annual volume consisted of men’s dress shirts, and the 
other 25 per cent of sport shirts, sport clothes, jackets, and summer 
ensembles. Sales gradually spread from a local Eastern market to national 
distribution into every state. 

The financial condition of this corporation changed in many ways over 
the past three fiscal years. These figures are shown in Schedule 51. 

Here again, as with so many concerns that overtrade, net sales in- 
creased every year, from $1,277,675 in year C, to $1,518,494 in year B, 
and to $2,078,946 in year A. The net sales between year C' and year A 
showed an increase of 62.7 per cent. Net profits disclosed a very satis- 
factory return for each year, $32,413 in year C, a drop to $19,971 in 
year B, and then spectacular profits of $58,108 in year A. All earnings 
were retained in the business to support the growing volume of sales. 

An interpretation of the financial condition of this business involves 
a clear understanding and explanation of several points that would be 
raised by a normal study of these comparative figures: (1) the policies 
responsible for the steady increase in dollars and in percentage of the 
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[Schedule 61) Suirt Mre. Co., Inc. 
Comparative Figures for Years Ended December 31, 19— 
(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 
Galilee eee ae ae ae ae an $ 3838 $ 7,787 $ 12,376 
INotesmvecenvalblenear...-et eee 10, 064 10,020. ena a ee 
Accounts Receivable............ 188,035 240,113 37,325 
Snivientor yews 2-72 ee we ane tee eas 193 , 007 186, 666 497,139 
CurrentpAisselsige rica. 4a eee $ 394,439 $ 444,687 $ 546,840 
HiKeduASSelsy NGlren perc ae nee 20,954 61,066 173,988 
Cash Value of Life Insurance... . 2,847 4,473 6,127 
Miscellaneous Receivables....... 1,749 4,840 5,857 
Meferredylitenicaeres ea ake eee 3,144 2,332 4,099 
Imvesti@entrenc werk: acy eerie Meee ee 4,000 9 3. eee 
Due from Affiliated Company... .......... 239257 cate ee 
TLOTATAS weer ee oe ee $ 423,133 $ 550,321 $ 736,911 
LIABILITIES 

Notes Payable to Banks........ $ 79,000 $ 185,500 $ 5,000 
Notes Payable for Merchandise... .......... 11,578 42,932 
OthersNotessbayablemet tee eee. Heke © 1,692 6, 767 
AC CEMG LS poh neers wre es 19,516 6,273 7,977 
INCCOUMUS HAV. Le aris eerie 110,865 107 , 225 56,375 
DME CORMACTORT nse eee oe ee eee ee ne een ee ere 151,944 
Resenviewtorviaxesis) fis carne at 6, 632 5,962 50,930 
Montgaze—-Current, Maturity Jon caaunen aes en Bunn ae ee eee 32,570 
CUPRA IE PTD HTT 55 oo 6 ono ue Be $ 216,013 $ 268,230 $ 354,495 
Mortgasegy iter ee ES ei eae > ee eee 42,217 
Petal Wiad ilies. i & 216,013 $ 268,230 $ 396,712 
5% Cumulative Preferred Stock. .......... 55,000 55, 000 
Commont stocker 75,000 175,000 175,000 
Retained Harnings:............ 132,120 52,091 110,199 
erat amet all lee .ade $ 423,133 $ 550,321 $ 736,911 

Net Working Capital............ $ 178,426 $ 176,457 $ 192,345 
CORCMIGL OO es oe, ee 1.82 1.65 1.54 
RangiOleRNiel Worthen ee) eee D0 L20 $ 282,091 $ 340,199 
ING tale Sie ian aie ete tn is see $1,277,675 $1,518,494 $2,078, 946 
TU idl 0 2h cy ai tt tre ot ae 32,413 19,971 58,108 
Dividendseme. ei). ein tan ee None None None 
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tangible net worth represented by the net depreciated value of the fixed 
assets; (2) the origin of the $55,000 of 5 per cent cumulative preferred 
stock and the increase of $100,000 in the common stock in year B; (3) 
the steady increase in the miscellaneous receivables; (4) the investment 
item carried at $4,000 in year B, with the reason why it did not appear in 
year A; (5) the item Due from Affiliated Company $28,923 in year B; 
(6) the reason why no notes receivable appeared in year A, and why the 
accounts receivable were so greatly reduced; (7) the item Due to Factor 
which suddenly appeared for the first time in year A and at the quite 
substantial figure of $151,944; and (8) the reason for the decrease between 
year B and year A in Notes Payable to Banks and an understanding of the 
basis on which these loans were obtained. Let us examine these points, 
one by one, in the order they have been mentioned. We shall find that 
explanations of certain items involve other items. 

The net depreciated value of the fixed assets amounted to $20,954 in 
year C. During the following year, this item had increased to $61,066 
and by the end of year A to $173,988, a very material increase. Not 
only did the net depreciated value of these assets steadily increase from 
year to year, but the increase was at such a rate that it represented each 
year a larger portion of the tangible net worth. In year C, for example, 
the fixed assets of $20,954 represented the very modest 10.1 per cent, 
in year B they had advanced to 21.6 per cent, and in year A, notwith- 
standing the handsome profits largely retained in surplus, to 51.2 per 
cent, slightly more than one-half the tangible net worth. During the 
last week of year B, the president of this concern had sold to the corpora- 
tion for $40,000 a shirt manufacturing plant that he had owned person- 
ally in a neighboring city; he took in payment, not $40,000 in cash, but 
$40,000 in 5 per cent cumulative preferred stock. The increase in the 
fixed assets from $20,954 in year C to $61,066 in year B was represented 
almost entirely by this one transaction. During year A, a new plant, 
the third now in operation, was constructed in another city at a cost 
of approximately $80,000. Finally, the plant of the affiliated company, 
valued at approximately $35,000, was taken over in a manner described 
a little later. In year C, at 10.1 per cent of the tangible net worth, the 
fixed assets were in splendid proportion; in year A, at 51.2 per cent, they 
absorbed an excessive portion of the tangible net worth and by so doing 
kept the net working capital relatively low for the high turnover of 
business. 

We have seen that $40,000 of the $55,000 outstanding 5 per cent 
cumulative preferred stock which appeared for the first time in the 
balance sheet for year B was issued in payment for a plant which pre- 
viously had been owned personally by the president of the corporation. 
The remaining $15,000 represénted stock sold at par for cash to three 
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interested local individuals. The increase in the outstanding common stock 
from $75,000 to $175,000, also in year B, represented the capitalization of 
$100,000 of the surplus account; not one penny represented new money. 
The surplus accordingly showed a decrease during that year, representing 
the difference between this $100,000 and the earnings for the year of 
$19,971. 

The miscellaneous receivables amounted to the nominal sum of $1,749 
in year C. By the end of year B, the item had grown to $4,840 and 
at the end of year A to $5,857. Even at $5,857 the item was relatively 
small but the upward trend represented a cause for inquiry. A con- 
tinuation of this trend would shortly involve a representative sum. The 
management explained that no single receivable in this item was greater 
than $425; that all items were due from employees, that little care until 
recently had been taken in handling these accounts, and that only 3 
months ago a plan calling for weekly or monthly payments on account 
had been instituted. By the end of the next fiscal year, the item would 
be materially smaller. 

The item of Jnvestment carried at $4,000 in year B represented a 50 
per cent stock interest at cost in a corporation engaged in manufacturing 
a line of men’s pajamas. This enterprise was financed by cash advances 
from the Shirt Mfg. Co., Inc. These advances at the end of year B 
amounted to $28,923 and represented the item Due from Affiliated Com- 
pany. This affiliated concern was operating unprofitably. In year A, 
the Shirt Mfg. Co., Inc., purchased the other 50 per cent stock interest 
and then dissolved that corporation, merging its assets and liabilities 
with its own. In this process the Shirt Mfg. Co., Inc., acquired the plant 
of this affiliated concern, valued at approximately $35,000; simultane- 
ously the investment item and the amount due from the affliated com- 
pany were eliminated. 

It is one of the cardinal principles of banking, that when a concern 
borrows from two or more commercial banks or trust companies all 
loans shall be on the same basis so that each bank will share equally with 
the others in case of financial difficulties. This principle meant very 
little to the management of this concern, as up to year B loans from one 
bank were on the straight unsecured note of the corporation, loans from 
another bank were secured by a mortgage on one of the plants, and loans 
from a third institution had been secured by the pledge of the cash sur- 
render value of life insurance and the assignment of part of the receiv- 
ables. In other words, to obtain sufficient credit to overtrade and still 
not run slow in meeting trade bills for the purchase of cotton piece goods, 
bank credit was obtained in any and every possible way; and even this 
amount of bank credit was insufficient. It became necessary to pay 
for some merchandise with promissory notes; such notes amounted to 
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$11,578 in year B, and to $42,932 in year A. In this predicament, the 
management finally made arrangements to do business with a factor. 
Notes and accounts receivable for the sale of merchandise as they arose 
were now sold without recourse, to the factor. With these funds bank 
loans were reduced to $5,000 in year A, and shortly afterward that 
$5,000 was retired. It was as a result of these new factoring arrangements 
that no notes receivable appeared in the balance sheet for year A, and the 
accounts receivable were reduced from $240,113 to $37,325. 

In the liabilities for year A there now appeared an item Due to Factor 
amounting to $151,944. Such an item rarely appears in the financial 
statement of a concern being factored, as receivables are generally sold 
without recourse. Factors, however, at times do lend against the pledge 
of merchandise and under such an arrangement a liability to a factor 
would appear in the liabilities side of the balance sheet. When this 
item was investigated it was learned that no merchandise was pledged 
to secure this loan, but that the factor in a unique arrangement was 
extending credit for seasonal operations secured not by assets of the 
business, but partly by the pledge of $4,000 of the outstanding 5 per 
cent cumulative preferred stock, and $125,000 of the common stock in 
the name of the president, as well as buying the receivables outright, as 
is the customary practice, without recourse. 

With this background of constantly shifting changes in financial 
condition and make-up of the balance sheet, and the difficulty that the 
management had undergone in financing its operations, it is quite clear 
that the volume of business had been high in relation to the net working 
capital. Here is that relationship over the 3-year period: 


Year C Year B Year A 
Ret Calesiamser Meena ee $1,277,675 $1,518,494 $2,078,946 
Netaworkinee@apitall j.55. eae ny. ee 178, 426 176,457 192,345 
Ratio of Net Sales to Net Cees 
Carita lier arrremcy he acca c een a Tale 8.61 10.81 


With net sales of $1,277,675 on a net working capital of $178,426 in 
year C, the ratio between these two items was 7.16 times. The 5-year 
average for manufacturers of shirts, underwear, and pajamas is 6.58 times. 
In year B, the net working capital decreased nominally to $176,457 
because of the relatively substantial increase in the fixed assets, the 
rise of the investment item, and the slow receivables of $28,923 due from 
the affiliated company. With the expansion in net sales to $1,518,494, 
the relationship between these two items rose to 8.61 times. In year A, 
the net working capital increased to $192,345, an increase of 9.0 per cent, 
but the net sales expanded to $2,078,946, or 36.8 per cent. With the 
greater proportionate increase in net sales, the ratio with the net working 
capital continued to go up to 10.81 times, approximately 1.63 times as 
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large as the 5-year average of the median for this particular line of 
business. 

Condensed Analysis. The condition of this concern in year A may be 
studied from two different angles: What should be the normal financial 
condition of a manufacturer of shirts with a tangible net worth in the 
neighborhood of $340,000, what volume of net sales should be sustained, 
what should be a typical amount of receivables, inventory, current assets, 
current liabilities, and fixed assets? Or, on the assumption that net sales 
should be sustained around $2,078,000, how much additional funds should 
be invested in the business to support this volume? 

The 5-year average for manufacturers of men’s shirts, underwear, and 
pajamas gives a turnover of tangible net worth of 5.11 times and a turn- 
over of net working capital of 6.58 times. On the basis of a tangible net 
worth of $340,199 and a net working capital of $192,345, we would esti- 
mate normal annual net sales at $1,740,000 and $1,266,000, respectively, 
or an average volume between these two estimates of $1,500,000. 

The 5-year average of net sales to inventory in this line is 5.1 times, 
which, on the basis of typical net sales of $1,500,000, would allow a year- 
end inventory of approximately $294,000. On the basis that the inventory 
would represent 121.7 per cent of the net working capital, we would have 
an inventory figure of $233,000. An average of these two estimated inven- 
tory figures would give a typical inventory of approximately $264,000 
for a concern in this line of business with a tangible net worth of $340,000 
and net sales of $1,500,000. 

The actual inventory at the end of year A was $497,139. If the inven- 
tory were reduced to $264,000 on the smaller volume, the difference of 
$233,139 would be released. Part of this sum would be offset by receiva- 
bles if the concern were operating without the services of a factor. How 
much? The receivables in year C' disclosed an average collection period of 
56 days and in year B of 63 days. If the receivables based on net sales of 
$1,500,000 disclosed an average collection period of 60 days, they would 
amount to $250,000. The difference between the reduction in inventory 
of $233,139 and the increase in the receivables from $37,325 to $250,000, 
or $212,675 would provide increased cash of $10,464 to reduce the current 
liabilities. On this basis the current assets consisting of cash of $12,376, 
receivables of $250,000, and inventory of $264,000 would amount to 
$526,376, and the current liabilities to $344,031, which would give a cur- 
rent ratio of 1.53, representing a somewhat improved financial condition. 

A reduction in net sales from $2,078,946 to $1,500,000 would be a 
reduction of 27.9 per cent. In fact, the suggested normal sales would be 
lower than the actual net sales for year B. While this reduction from 
overtrading to a normal volume would automatically bring the current 
assets and the current liabilities into somewhat better line, one problem 
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would not be solved, the problem of the heavy fixed assets. The typical 
concern in this line has 8.6 per cent of its tangible net worth invested in 
fixed assets; on a tangible net worth of $340,199 that would amount to 
only $29,257. Instead of this sum, the Shirt Mfg. Co., Inc., in year A 
had approximately 6 times this dollar amount, or actually $173,988 in- 
vested in fixed assets, representing 51.2 per cent of the tangible net worth. 
As early as year B, the management had overinvested in fixed assets, and 
in year A the greatly expanded investment in plant facilities exaggerated 
this overbalance. The error in judgment had already been made. Little 
could be done about this feature unless part of the facilities could be sold 
from time to time. 

The second problem is the problem of pricing, which would need care- 
ful study and analysis. Prices presumably were set low on the large antici- 
pated volume of overtrading; that policy certainly showed handsome net 
profits, amounting to $58,108 in year A. If the volume of sales were con- 
sciously reduced so that the internal financial condition would be reason- 
ably more stable, then it might be necessary, expedient, and practical to 
raise prices moderately. Without some such change, the net profits would 
greatly decrease and possibly evaporate. 

That is one way to analyze this picture. How about the other—on the 
assumption that the existing volume of $2,078,946 should be sustained, 
how much additional money should be invested in the business? With 
the typical 5-year average turnover of 5.11 times for the tangible net 
worth and 6.58 times for net working capital, the tangible net worth to 
support this volume of net sales would be $407,000, and the net working 
capital would be $316,000. The difference between adequate tangible net 
worth of $407,000 and the actual tangible net of $340,199 is in the neigh- 
borhood of $67,800. The difference between adequate net working capital 
of $316,000 and the actual net working capital of $192,345 is approxi- 
mately $124,000. The average between these required sums of $67,800 
and $124,000 would be $95,900, the amount of funds needed to be in- 
vested in the tangible net worth and kept in liquid assets to support the 
approximate existing volume of business. 

Whether additional funds of $95,900 could be raised and invested in 
the business, provided the management could be made to realize the 
practicability and desirability of a change in policies, is another problem. 
If the management could be so convinced or educated, then the other 
question to be answered would be whether the management had all or 
part of the necessary funds. If the management had no additional funds 
or only a portion of them, then it would be a question of selling either 
5 per cent cumulative preferred stock or common stock to friends or to 
local businessmen interested and willing to put funds into the venture. 

Even on this basis the investment in fixed assets would be top-heavy. 
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Fixed assets of $173,988 would represent 40.0 per cent of the enlarged 
tangible net worth of $435,099, a percentage materially higher than is 
typical in this line of business. 

As a matter of practical business judgment, the chances are 99 out 
of 100 that the management would not deviate one iota from the policy 
it had pursued in operating this concern. Managements who overtrade 
are convinced in their own minds that a large volume of business is 
the only way to operate successfully—and by successfully they mean the 
maximum of profits in the immediate future, which is a different matter 
from the more far-sighted policy of the maximum profits over several 
years in the future. Overtrading puts great strains on operations, and 
these strains are disclosed by the unbalanced financial condition of the 
balance sheet. It is a real management that recognizes how crucial 
these strains are and operates accordingly; most managements realize 
only in a general way that a business is being operated under some dif- 
ficulty but they have no clear idea of the exact reason for the difficulties 
until liabilities become so burdensome that financial embarrassment is 
around the corner. 


Manufacturer of Woolen Cloth 


Woolen Cloth Mills, Inc., was organized 37 years ago with a paid-in 
capital of $500,000 in the state of Rhode Island. Over the years the 
capitalization has been changed several times. At the end of year A, 
operations were being conducted on a paid-in capital of $198,000 six 
per cent cumulative preferred stock, $1,500,000 common stock, and a 
surplus of $1,925,619. Operations are centered in a series of plants 
located on an 80-acre plot of land, the mill buildings having an aggregate 
floor area of 1,000,000 square feet. Approximately 2,000 employees are 
on the pay roll when the mill is operating at capacity. 

Products consist of woolen piece goods for men’s and boys’ suits, 
topcoating, mackinaws, and blankets. The principal product is woolen 
piece goods which are sold to manufacturers of men’s and boys’ suits and 
coats. The comparative figures for the past three fiscal years appear in 
Schedule 52. 

In year C, operations were conducted with a nominal net profit of 
$35,293. Dividends of $14,907, representing 6 per cent on the $248,450 
of cumulative preferred stock, were paid, and the difference of $20,386 
was retained to augment the surplus. In year B, the net sales increased 
56.9 per cent, and the net profits expanded to the very substantial return 
of $470,460. Dividends of only $13,395 were declared, the balance of 
$456,975 being retained in the business. In year A, the net sales reached 
a high point in the history of the business, 155.8 per cent greater than 
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the sales in year C, but the net profits at $476,677 were only slightly in 
excess of the net profits in year B. Dividends of 6 per cent, aggregating 
$11,880, were paid on the outstanding cumulative preferred stock and 
$75,000 on the outstanding common stock. Even after the payment of 
these dividends, $389,797 was transferred to surplus. 


Woo.Len Cxiotu Mitts, Inc. 


[Schedule 52] 
Comparative Figures for Years Ended June 30, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

OREN < 6S eee ne See eee B $ 135,378 $ 172,305 $ 251,940 
Accounts Receivable........... 1,001,813 1,298,942 996 , 445 
fiventory ee ee eS: 1,404, 473 1,619, 002 2,940, 160 
CUPTPADE INSSGIS 5 db bib tS nse oh coe $2,541, 664 $3 , 090, 294 $ 4,188,545 
ixedieAssets, Net... .... 3... 1,662,705 1,811,022 2,388,570 
Cash Value of Life Insurance 135, 763 154,919 174,000 
lmeEstinentsn- ke eae 84,630 82,697 78,955 
Miscellamncousshteceivalblesaae.y5- ue. bas © Wal ees ee 84,446 
IDG aeiolk aoe as a eee 4,706 4,855 4,658 

NO Gi Steg Seca een Ee $4,399, 468 $5,148,742 $ 6,919,174 

LIABILITIES 

Notes Payable to Banks....... $1,375,000 $1,575,000 $ 2,650,000 
Due Officers and pence ECCS Nae Re Nee 19,242 30,000 
Accounts Payable. . ae 49 ,067 92,838 111,867 
NCCLS HR ee eae eA che 134, 634 74,588 165,996 
ReservienOnelaxesia aes .tancsas 13,560 123 , 002 337 , 692 
Current Iiabilities............. $1,572,261 $1,884,670 $ 3,295,555 
6% Cumulative Pref. Stock.... 248,450 223 , 250 198,000 
Common=stock m2 esos an. oe 1,500,000 1,500,000 1,500,000 
Sige lie meme simi brea caeeNe Bs 1,078,757 1,535, 822 1,925,619 

PISO IDA ene ons PSOE ae AY $4,399, 468 $5,143,742 $ 6,919,174 
Net Working tien ES ee pate. 009403 $1,205,579 $ 892,990 
Current Ratio. . : he 1.62 1.64 1 Be 
Tangible Net Worth... Pes 2O2 le 207 $3,259,072 $ 3,623,619 
Nevins tee. $4, 862,922 $7,633 , 032 $12,439, 656 
INGHETOL tere ireren Baska gtr 35, 293 470,460 476,677 
WDividendsawswk: Ste bee one: 14,907 13,395 86 , 880 


For many years insurance has been carried on the lives of two of the 


officers for the benefit of the corporation, $600,000 on the life of the 
president and $400,000 on the life of the vice-president. The cash sur- 
render values of these insurance policies have grown steadily. In year C, 
the cash surrender value amounted to $135,763, in year B to $154,919, and 
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in year A to $174,000. These items are carried as slow assets in the com- 
parative figures, but the analyst should always remember that cash sur- 
render value of life insurance is an extremely valuable asset and in 
emergencies has helped many business enterprises. 

The item of investments decreased moderately from $84,630 in year C 
to $78,955 in year A. At no time over these 3 years did this item include 
more than a nominal stock interest in any business enterprise. In year 
A, the item comprised 22 separate investments, the smallest amounting 
to $620 and the largest to $4,680. Several of the items represented stock in 
corporations that had failed and had been reorganized, stock having been 
received in settlement of creditor obligations. In other cases, the stock 
interest represented investments in local enterprises which the manage- 
ment felt should have their support, such as the local electric company, 
the local gas company, and a local taxicab company. Few of the invest- 
ments gave any return and all items were written down each year to 
reasonable values. 

Very strangly, a substantial item of miscellaneous receivables of 
$84,446 appeared in year A. No such item had appeared in the balance 
sheets of either year C or year B. Upon investigation it was learned 
that miscellaneous receivables really consisted of two items, one for 
$4,446 representing a loan to one of the officers of the corporation to pay 
off the balance of a maturing mortgage on his residence, and the other 
a loan of $80,000 to a well-known manufacturer of men’s clothing that 
was a large customer of Woolen Cloth Mills, Inc. An examination of the 
comparative balance sheets of this suit manufacturer clearly showed an 
overtrading condition; additional credit could not be obtained from a 
bank, and so the loan of $80,000 had been sought from the management 
of this mill. The loan was to run for 6 months, but whether it would be 
paid off or only partially reduced at maturity would be a mystery so 
long as the concern continued to overtrade. The loan had been granted as 
a business policy to protect the customer relationship. 

Over the 3-year period the tangible net worth had increased each 
year as a result of the retained earnings. At the same time the net work- 
ing capital had increased for the same reason from $969,403 to $1,205,579 
in year B, and then decreased quite materially in year A to $892,990, a 
figure lower than the net working capital in year C. This decrease had 
been brought about by the very substantial increase in the net depre- 
ciated value of the fixed assets from $1,811,022 to $2,388,570, the intro- 
duction of the item of miscellaneous receivables of $84,446, and the usual 
expansion in the cash surrender value of life insurance. 

While these changes were taking place, the current assets expanded 
from $2,541,664 to $4,188,545, the difference being made up almost en- 
tirely by the increase of $1,535,687 in the inventory. As the current assets 
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increased, so did the current liabilities, but naturally by a somewhat 
different amount. The current liabilities amounted to $1,572,261 in year 
C, $1,884,670 in year B, and $3,295,555 in year A. But of all the changes 
that took place over these 3 years, the most unusual was the relationship 
between net sales and net working capital. Here is that comparison: 


Year C Year B Year A 
ENG tpCales ue ey n Saw. dynarael. Gis Sendotd ous $4, 862 , 922 $7 , 633,032 $12,439, 656 
Net Working Capital................ 969 , 403 1,205,579 892,990 
Ratio of Net Sales to Net Working 
CEO EW ar com es Ree CS ASN Rtn, ean Se aa 5.02 6.33 13.93 


With net sales of $4,862,922 and net working capital of $969,403 in year 
C’, the ratio between these two items was 5.02 times. In year B, the net 
sales increased to $7,633,032 and the net working capital to $1,205,579, 
giving a ratio of 6.33 times. In year A, the net sales went to $12,439,656, 
and the net working capital dropped to $892,990. The relationship be- 
tween these items now increased to 13.93 times. 

No 5-year average of typical ratios has been computed for woolen cloth 
mills. A typical ratio of net sales to net working capital for this line of 
manufacturing would range, however, between 3.00 times and 3.50 times. 
If we use 3.25 as an average, it is easily seen to what extent Woolen Cloth 
Mills, Inc., was overtrading. In year C the turnover was 54.5 per cent 
greater than this average, in year B 94.7 per cent, and in year A 328.7 per 
cent. Each year the overtrading became more and more evident. 

Condensed Analysis. The outstanding improvement over these years 
took place in the collection period. The average collection period was 75 
days in year C, 62 days in year B, and 29 days in year A, a remarkable 
change during the last year. On the other hand, other management pol- 
icies were not so soundly conceived or executed. The inventory expanded 
to an excessive figure, and in that process the current liabilities became 
heavy. The fixed assets, as a result of an expansion program undertaken in 
year A, became out of line. 

The typical woolen cloth mill has an inventory on its statement date 
of raw wool, wool in process, and finished piece goods which approximates 
its net working capital. In contrast, the inventory at $1,404,473 in year C 
was 144.9 per cent of the net working capital, at $1,619,002 in year B was 
134.1 per cent of the net working capital, and in year A at $2,940,160 was 
392.2 per cent. The relationship of net sales to inventory was 3.46, 4.71, 
and 4.23 times respectively, ratios far better than the average. As we 
learned in Chap. XII, however, the inventory should never exceed the net 
working capital. That ratio was out of line for each year on the statement 
date and in year A, very excessively so. 

As a result of carrying the heavy inventory, the current liabilities in 
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year A, amounting to $3,295,555, were heavy. Where the average ratio of 
current liabilities to tangible net worth of a woolen mill on its statement 
date is around 30 per cent, here the figure was 91.2 per cent. A reduction 
in the inventory from $2,940,160 to $940,160 would release $2,000,000 
cash and would reduce the current liabilities in year A to $1,295,555, 
which would represent 35.7 per cent of the tangible net worth, a very 
satisfactory relationship. 

It would, however, be impossible to reduce the inventory by $2,000,000 
and keep the inventory proportionately reduced throughout the year 
without reducing the annual volume of business below $6,000,000. It 
would take excellent management to handle that volume on the reduced 
inventory. So the problem here of overtrading, as in so many other cases, 
comes down in theory to whether the management, to put its house in 
order, would prefer consciously to cut its annual sales in half, or to invest 
in the business additional funds, which in this case would approximate 
$3,000,000. As a practical matter, probably neither policy would be fol- 
lowed. The management will continue to overtrade as long and as inten- 
sively as it is able to produce the maximum of immediate profits. 

The situation here would have been somewhat less strained if $577,548 
had not been used to expand the plant facilities in year A. The concern 
would have been in far sounder shape if these funds had been kept in cur- 
rent assets in year A to increase and to support the net working capital. 
The annual sales then could not have risen to $12,439,656, as the plants 
in existence in year B probably could not have produced the yardage of 
cloth to provide sales of this figure. 


TYPICAL RATIOS OF NET SALES TO NET WORKING CAPITAL 


The operating management of every business enterprise desires in- 
creased sales, as, above a certain point, sales bring into effect the law of 
increasing returns. Above that point, the cost per unit of producing a 
product drops, the cost of wholesaling or retailing a quantity of merchan- 
dise is lowered, and net profits increase at a more rapid rate. It might cost 
$50,000 to produce one automobile, but 500,000 of the same model can be 
produced at $1,600 each. 

Ever-increasing sales will be the alpha and omega of the business world 
as long as the profit motive and the institution of the private ownership of 
property serve their broad fundamental purposes. But in the process of 
continued economic expansion, the business enterprise, to be successful, 
must be guided by policies that are based upon the clear understanding 
that increased sales must be constantly accompanied by a healthy collec- 
tion period, moderate inventories, moderate fixed assets, adequate tan- 
gible net worth, and sufficient net working capital, 
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No greater mistake can be made than to attempt to do all the business 
that comes one’s way. Frequently it is more desirable from the financial 
point of view to turn aside that portion of the business which promises 
to be only temporary, or which can be taken only by incurring risks of 
an unusual sort, the most important of which are heavy inventory and 
heavy liabilities. It is well to keep in mind that a profit forgone leaves a 
business enterprise more comfortable than a loss actually incurred. A 
concern is far better off if it fails to make a $45,000 profit than if it be- 
comes subject to a $45,000 loss. 

If net working capital is too small, there are three solutions: (1) in- 
crease the net working capital by retained earnings in current assets, 
(2) raise additional capital by the sale of stock or, in the case of pro- 
prietorships and firms, by the investment of additional cash funds, to be 
retained as current assets, and (3) reduce the volume of business. Which 
solution, or combination of solutions, should be followed depends upon 
the circumstances and upon the ability of the management to grasp the 
significance of a particular situation. 


Maxim 


The ratio of net sales to net working capital which should normally be 
maintained varies between manufacturers, wholesalers, and retailers, and 
also between the various lines of business activity in each of these three 
main types of operation. There is no broad standard. Among manufac- 
turers, for example, the 5-year average of the median ratio of net sales 
to net working capital ranges from a high of 18.48 times for packers of 
meats and provisions, followed by 18.27 for bakers, and 13.40 for manu- 
facturers of dresses, to a low represented by manufacturers of drugs with 
a 5-year average of 3.41 times, manufacturers of agricultural implements 
and machinery with 3.52 times, and manufacturers of hardware and tools 
with 3.63 times. 

Among wholesalers there is a natural tendency to have higher turn- 
over relationships as the net sales per dollar of investment tend to be 
greater. The highest 5-year average of net sales to net working capital is 
disclosed by wholesalers of meat and meat products with 19.42 times, 
followed by wholesalers of cigars, cigarettes, and tobacco with 18.86 times, 
and wholesalers of fresh fruits and vegetables with 15.86 times. For whole- 
salers, the lowest turnover is shown by wholesalers of paints, varnishes, 
and lacquers with a 5-year average of 3.57 times, wholesalers of hardware 
with 3.91 times, and wholesalers of plumbing and heating supplies with 
4.13 times. Among retailers, this ratio ranges from a 5-year average of 
18.12 times for grocery and meat markets to a low of 2.12 times for 


furniture stores. 
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{Schedule 53] Ratios or Ner Sates to Ner Workine CaPirAaL 


Number of Times 


Lines of Business Activity Median Raves 
Year 
Average 
1960 | 1961 | 1962 | 1963 | 1964 
MANUFACTURERS 

Agricultural Implements and Ma- 
chinery.. Aa Sen ce all Deh DASH) Saks AY aye Zh Bey 
Airplane Parts and ‘Accessories ear ree se || CLAS |) esl || Gye iks|| Sade 4.83 
Automobile Parts and Accessories....} 4.09} 3.78} 4.40] 4.41] 4.59 4.25 
BaKErS eee er Sa ee One Aw 20.75} 20.64] 18.62] 16.44] 14.91] 18.27 
Bedsprings and Mattresses.......... GeS2i On SSilec On disaleeoeeL Aston O ‘Saco! 
Bodies, Auto, Bus, and Truck........ 4765) 3.71)| 4579) 6.21) 6290 5) Pals. 
Bolts, Screws, Nuts, and Nails.......| 5.01] 4.68] 4.28] 5.28] 5.28 4.91 
Breweries....... Seoeada co ccnl) nike alka tees]! Ges ow 7.76 
Chemicals, Industrial .- sects NT TD PL 4.09} 3.66] 4.21] 3.95| 4.40 4.06 
Coats and Suits, Men’s and Boys’....| 5.13] 5.28] 5.73] 5.70| 5.72 Oma 
Coats and Suits, Women’s...........| 9.38] 9.28) 7.67) 10.36] 10.92 9.51 
Confectionery. . |) Osa! BeOS! Gis G20! Css 6.31 
Contractors, Building Construction. | £0545) 9),33)) -Se11) 1260) | Teo LORs2 
Contractors, Electricals cena are 4.04} 4.20} 5.40] 6.19] 7.28 5.42 
Cotton Cloth Millstone ea eee AL inhs|[e inl} eC] o.416' 3.68 
Dresses, Rayon, Silk, and Acetate....| 15.51] 14.13] 10.51] 12.95] 13.88] 13.40 
Drugs.. poeeee|| Bee) aarte |) Weel si Greil! 33. Cy 3.41 
Electrical Parts and ‘Supplies. . Soi tae 3.77] 3.68] 4.65] 4.47] 4.08 4.12 
Foundries, Iron and Steel............]| 4.91] 5.16] 4.95] 6.16] 5.82 5.40 
Fruits and V Spe ie Canners Ae 6.07] 5.94) 5.95| 7.16] 6.49 6.32 
Furniture...... Pe ewcade an acral Selden eh eyesl Gbl) eile) 5.08 
Hardware and Tools. . Soe odo ouas a) Secs! 200 9 Bao] BGR] Seis} 3.63 
ELGSICK Veit ee See ee eee 5.62] 4.82] 5.57} 5.50] 4.74 5.25 
Inti Dena tess: eo eee eh Pte! hei eer a 3.26] 3.59] 4.16) 5.09] 5.29 4.28 
Machine Shops.. pees el) Zeck Bieter CEO ee ales BBV 5.30 
Meats and Provisions, Packers. . ..| 14.98] 17.25] 19.51] 20.54] 20.12] 18.48 
VIC SUS Heyl 10 Gyeeene tee ee ee ee Se || BUPA Gy OI by rll) Oa DROS 
Outerwear sknittedis oa 7.13] 9.09} 9.18] 9.46] 9.69 8.91 
Overalls and Work Clothing......... 5.12} 4.55] 4.85] 5.23] 4.66 4.88 
Paints, Varnishes, and Lacquers...... 5.14) 5.33] 4.55] 5.30] 5.03 5.07 
BADER eR ree en ee eee eee 4.82] 4.58] 4.67| 4.66] 4.89 4.72 
Raper DOXeSyean ee As eee onan DAO BO163)|) (20 Getee od 6.47 
IPAM RES ALL seo cece age ab ancsar | eae Fete | Oo Geral C78 6.57 

Shirts, Underwear, and Pajamas, 
MISS ei aired neo niera omens Seidiapial) SAE |e Cll CNS) oe Ball | ae ole 6.58 

Shoes, Men’s, Women’s, and Chil- 
GE GIs Fan es ei dd pied sew h  etden e 3.60) 5.16) 5.07] 6.05] 5.44 5.06 
Soft Drinks, Bottlers. . .| 12.36} 8.64] 9.00] 8.98] 10.35 9.87 
Structural Iron and Steel Fabricators. GO. 20) 42 701! Os Si oe 7ellee ol L 5.53 
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Ratios or Ner Sates to Nev Worxine Capiray (Continued) 
[Schedule 53 (Cont.)] 


Number of Times 


Lines of Business Activity Median 
1960 | 1961 | 1962 
WHOLESALERS 
Automobile Parts and Accessories....| 4.04] 4.28] 4.59 
Cigars, Cigarettes, and Tobacco...... 18.80} 19.08] 18.96 
Wontectionenvan acne track cicd< ox 8.04] 9.42) 10.70 
Drugs and Drug Sundries........... 5.66} 5.26] 6.54 
ID rvaGOOUStran cn oe. ne Hel) wy 2A0)| Dell 
Electrical Parts and Supplies......... Gilly} Gael Bessye 
Fruits and Produce, Fresh...........| 13.97] 13.71] 16.39 
Gasoline, Fuel Oil, and Lubricating 
Oil ete ene a ee ee ae, A he 10.89} 7.88] 8.52 
GLO CEUICS OR eee cee oe neces ts NOD ile} |) TEA, B38) |] SSOP 
THAT WAC tee eS te ane: 3,46 | 374813781 
Household Appliances, Electrical..... 6.69} 6.60} 7.23 
Lumber and Building Materials......]| 5.18] 5.50] 4.52 
Wieatrande Meat Eroductssas.1e. ee ae) 21 Ol) 18201822025 
Paints, Varnishes, and Lacquers...... 3033) 3. 27 | 93. 79 
ao) OG a ee 6.53| 6.04] 6.16 
Plumbing and Heating Supplies......| 4.11] 3.75] 3.82 
Shoes, Men’s, Women’s, and Chil- 
Cine Saepe ars. wicey tee OU Aat eek 3.99} 4.47) 5.59 
WVinesraird UIQuUOLS eens eee a4 te |) O04) 7282) 8.29 
RETAILERS 
Clothing, Men’s and Boys’.......... 2),95 | 2.95) 2.99 
Clothing, Men’s and Women’s....... AN OP) BeAkss || ie (Ol 
DWepaciment SvOLES.. ae eeeet- aae ot 3.80| 3.66] 4.30 
DISC OUEST ORCC ter. pra ae cc Meg sce gol, (Weeek Wee | ace ces 11.93 
Biumoisnin gs Wieneseere sai ooo ees ci « 2245) 3.92) ood 
HiTiaeT EURO tec. tre Seema oR ce alors: NO) el Oe 0) 
Groceries and WWlieatsees yr a. sane. | lie oo 16.84) Weed 
HARE Cia CAME nue ne craks os dee eka, 5 BO) || PR PML P49) 
Lumber and Building Materials......| 2.96) 2.83] 2.68 
SOCS MRE ie eee rata ae nee 5.67] 3.94] 4.38 
Women’s Specialty Shops............] 4.383] 4.32] 4.93 
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Five- 

Year 
1963 | 1964 | *VeTaee 
4.53| 4.83| 4-45 
18.32119.15| 18.86 
10223) fi cate 9.59 
6.74] 6.29| 6.10 
7.52| 6.47| 5.90 
6.60| 6.58| 6.27 
16.33/18.01| 15.68 
9.42| 8.56| 9.05 
12.75|13.03| 12.48 
4.39| 4.42| 3.91 
BAO 5 45) 6229 
5.69| 5.46| 5.27 
19.57116.24| 19.42 
3.72| 4.06| 3.57 
6.08| 6.68| 6.30 
4.35 | aNGidh waar 
6.39| 6.28] 5.34 
10.70110.27| 9.28 
3.43] 3.40| 3.14 
3.63] 3.38| 3.68 
3.0714 351) A 02 
9.46|11.25| 10.88 
4.49| 4.30| 3.79 
2.74] 2.69| 2.12 
18.40| 20.31] 18.12 
2.85| 2.72| 2.72 
2.84| 3.03] 2.87 
3.33| 3.90| 4.44 
475) Wag | aes 


This ratio tends to be high in those lines which handle a large volume of 
sales per investment on account of short terms of sale, such as packers of 
meat and vegetables, wholesalers of cigars, cigarettes, and tobacco, and 
wholesalers of fresh fruits and vegetables. The ratio also tends to be high 
among those divisions of trade where the investment in fixed assets is the 
highest, as in these cases the net working capital is generally moderate or 


even low, 
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THEORY AND PROBLEMS 


1. What does the ratio of net sales to net working capital indicate? 


2. Why is the ratio of net sales to net working capital complementary to the ratio of 
net sales to tangible net worth? 


3. Determine the ratio of net sales to net working capital for the following 2 years. 
Then explain whether, in your opinion, the increase in this ratio indicates improve- 
ment. 


Two Years One Year 

Ago Ago 
Neti Sales bhin enc nee haere: Reena eon eee $860, 100 $920 , 730 
Gurren te Ssetsiac ure Oe ieca e e ee 320 , 960 310,726 
Curren tekiabuities.0 ys) 42 “haribo Geen oro Sane 120,428 285 , 740 


4. The figures of the Wholesale Grocery Corporation have been set up in comparative 
columns for the last three fiscal years as shown below. These figures are not audited. 


WHOLESALE GROCERY CORPORATION 
Comparative Figures for Years Ended December 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

Casbentys <4. cr cicee he Cee $ 7,629 $ 12,904 $ 11,2382 
Notes Receivable............... 1,300 1,206 16 
Accounts Receivable............ 65,149 Ud CUT 58,075 
Merchant GSC epee tay are ee 149,370 214,929 205 , 306 
CiurrenteAlsselsnmnne ter eee eee $ 223,448 $ 302,816 $ 274,629 
HimedAssetsiNetiy aes ae 1,709 6,094 7,446 
Investments sean) eas 143 , 137 146, 860 149,766 
INGVan Cesta bac rey. ae ae 211,390 215,338 IMG PPP 
Miscellaneous Receivables:-.24.0 7 eee nen 1,408 

AL OTAT SARC. cere tes Let. Ree ce $ 579,684 $ 671,108 $ 650,471 

LIABILITIES 

Notes Payable to Bank......... $ 80,000 $ 130,000 $ 120,000 
Accounts Payable.............: 34,045 60, 193 39, 235 
ACCKUGLS eee eae Peers 5 cet i: Ae cei eee 1,657 994 
Current Taabilities........2....-- $ 114,045 $ 191,850 $ 160,229 
Commonistocke. |. nia se one 50,000 50,000 50,000 
Retained Harnings............. 415,639 429 , 258 440 , 242 

RO DAG SE at aan, tee oe we $ 579,684 $ 671,108 $ 650,471 
Net Working Capital............ $ 109,403 $ 110,966 $ 114,400 
CalrenteltQt.O meee an ee 1.96 1.59 iL fAal 
Tangible Net Worth............. $ 465,639 $ 479,258 $ 490,242 
INetiSslesisnss tie eta trek etd $1,001,716 $1,272,244 $1,673,080 
INetEBrolits®. cet er me eee 1,946 13,619 10,984 


Dividends es cone se nee ee None None None 
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Nores: (1) The item of Investments, carried at $149,766 in the balance sheet for year A, 
contains a minority interest of $143,120 in a vegetable canning corporation. No bal- 
ance sheets or income statements are available on this canning company. The balance 
of the item of Investments, amounting to $6,646, represents miscellaneous stocks and 
bonds, none of which is listed on a security exchange. 


(2) The item of Advances, carried at $217,222 in the balance sheet for year A, repre- 
sents $168,160 loaned to the Western Sheep Co., Inc., $49,062 to 10 customer hotels 
and restaurants. These loans have been outstanding for several years. 


Sales are made on terms of 2 per cent discount in 10 days, net 30 days. Make the 


following computations for each of these 3 years, and then give your interpretation 
of each ratio. 


Current assets to current liabilities 
Current liabilities to tangible net worth 
Fixed assets to tangible net worth 

Net sales to inventory 

Inventory to net working capital 
Average collection period 

Net sales to tangible net worth 

Net sales to net working capital 


Taunus &e os 


5. The consolidated balance sheet and the consolidated income statement of the 
Industrial Machinery Manufacturing Co., Inc., and its six subsidiaries are given 
below. Post the balance sheet, net sales, and net profits on a columnar sheet of 
paper, and then compute the net working capital and the tangible net worth. Deter- 
mine the following relationships and interpret each ratio, giving a particularly 
thorough interpretation of the first one: 


Net sales to net working capital 
Current assets to current liabilities 
Current liabilities to tangible net worth 
Fixed assets to tangible net worth 

Net sales to inventory 

Average collection period 

Net sales to tangible net worth 


SS a Sa 


INDUSTRIAL MacHINERY MANUFACTURING Co., INc. 
Consolidated Balance Sheet, December 31, 19— 


ASSETS 
Current Assets 
Cash in banks and on hand.. Re le 4 bAMGDS 
Accounts and notes eee ani (Grade), jes 
ETRE) Chao TOUS UIE? He) SHI A@OWO, Gon as acasongen boas 1,701,480 
Accounts receivable—miscellaneous....... Set 13,700 
Marketable securities, at cost (quoted market price 
CON HAO. ex See acarcie 6 eke aot er a RS EDIE Ae 22,765 


Inventories at average cost, less reserves, as 
certified by responsible officials 


Raw materials and supplies............. $ 348,571 
IWOnkaitinprOoCescren errs ws, sirens ais 942,779 
iMarelieel (aoe Saace coe soso dole a ee cemoas 6,160,423 7,451,773 $01,644,376 


Long-term Receivables : 
TracevaccOUn SMe nnrne: Seo e alae alate Soldano netontas 183 , 881 
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InpusTRiAL Macuinery Manuracturine Co., Inc. (Continued) 


Miscellaneous Investments, Advances, Etc. 
U.S. Government bonds ($25,000 face amount) deposited 


CULE) les ate ee ae Se Ee NM eae tee 
Net Assets of Foreign Subsidiary Companies held in coun- 
tries having exchange restrictions (excluding balances 
on intercompany accounts) 
Currentyassetsenets tes. oot. ne ee eee ee 
Fixed and other assets, less reserves for depreciation. . 


Fixed Assets 


$ 24,672 
24,394 
$ 860,378 
346 , 525 
$ 444,692 
3,382, 187 


[Ear Clete wa ee ee ac we Og Ake ee aerate ee a 
DBXUNU CG DUOV aston ach uence ea Ce UA oe hege ele Oly ake $3 , 048, 752 
Plant machinery and equipment, etc....... 5,007 , 309 
$8 , 056, 061 

Less: Reserves for depreciation.......... 4,673,874 
(Goode Wille ee tere ce eee eet eee Sena 


Deferred Charges 
Expenditures developing patented product not placed on 
AUCOMUMET CIAL WO ASISee eee ee ee 
Prepalcdainsunance svaxes MelLCemeia aire ei ter nena 


LIABILITIES 
Current Liabilities 
Notes payable 
AICS eee ee tree ee eee ee $ 139,608 
Others: = NPR gees Rh ier eae ke ETS ie 48 8,858 
ACCOUMCS PAVIA LO cycles ur rates Amann sak cua ve era ae ge 
Accrued liabilities 
Salaries, wages, and royalties........... $ 387,443 
Dh Cote Oe Wg rN Me tee koa 620 , 268 
Divrdendsideclaned asa a) ne ae een ae 178, 732 


$ 262,488 
42,837 

$ 148,466 
385 , 347 
1,186,443 


Contingent Reserve, including parent company’s interest in 
undistributed carnings of certain foreign subsidiary com- 
panies operating in countries having exchange restrictions 

Minority Interest in Foreign Subsidiary Company operat- 
ing in countrics having exchange restrictions........... 

Capital Stocks 
Prior preferred stock without par value ($2.50 cumulative 

dividends)—stated value $48.25 per share 
Authonizedayy ome... 5+, LOO,O000N ashs: 
Issued (less 1,300 shares 
purchased for retire- 
MOMMIES Soak bees ce oh OD) ae 
$3 Convertible preference 
stock without par value 
(dividends cumulative)— 
stated value $133.3314 
Authorized and issued. 181,135 os 
Common stock without par 
value—stated value $10 
AT GNOTIZ Cheeni 750,000 a 
USSU CC igne ewe 335,32034 “ 


$3,314,775 


2,415, 133 


3,353, 203 


49 ,066 


29,715 


1,206,903 


$ 3,826,879 
61,035 


305 , 325 


$16,307, 180 


$ 1,720,250 


502,885 


31,665 


9,083,111 
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InDusTRIAL Macuinery MANuFrAcTuRING Co., Inc. (Continued) 


Surplus at Dec. 31, 19—, the date as of which the Plan of 
Recapitalization is deemed, for purposes of the surplus 


account, to have been consummated.................. 4,065,364 
Capital Surplus arising from purchase of prior preferred 
BULOCKsOTrevireMmenten erty me es os eee wee ee 12,285 


Earned Surplus 
Appropriated for purchase of 1,300 shares of prior pre- 


HETTE CES LOC Korum oe wr ere wre oer fale hee, es oe 8's $ ©6©50, 440 
Unapproptiatediey een esc ote Gt aac koe, 841,174 891,614 
Contingent Liabilities 
Notes discounted, guaranties, ete.......... $ 23,148 


$16,307, 180 
ConsoLipaTEeD INcoME STATEMENT 
Gross sales, less discounts, returns, and allowances (includ- 
ing sales of certain foreign subsidiary companies operat- 
ing in countries having exchange restrictions, the profits 


from which are eliminated below)............ Sea rade tn $11,217,696 
Deduct: 
Cost of goods sold, exclusive of taxes and depreciation. . 6,514,953 
Manufacturing profit before taxes and provision for 
CEDLECIA LION ee ra aes MSRP ON Le ee ete Soe whan! $ 4,702,743 
Deduct: 
Administrative, selling, and general expenses........... $2,733,555 
Taxes (excluding provision for Federal income taxes 
amounting to $93,000 shown below)................ 648 , 645 
EnbEKeStPONNDORLO Wed MONe Wr 1 eee. eee saya ee 9,221 
IDS PLE ClAt1O I sewn eh Oe dain onic «IAs code ores 358,422 3,749,843 
$ 952,900 
Add: Cash discounts on purchases, interest, etc.......... 77,487 
$ 1,030,387 
Deduct: Provision for Federal income taxes.............. 93 , 000 
$ 937,387 
Deduct: 


Unrealized loss on foreign exchange (including $82,174 
applicable to certain foreign subsidiary companies 


operating in countries having exchange restrictions). . 143 , 584 
Consolidated net income for the year, before deduc- 
TONSESHO WD ELOWREE yet Eten c cas ceeceeter coats $ 793,803 
Less: 


Profits earned by certain foreign subsidiary companies 
operating in countries having exchange restrictions, 
after deducting $82,174 for unrealized loss on foreign 


exchange: 
IMinorityarmterest:s shares. saq.42 2966 6 soc fists $ 6,218 
Parent company’s share transferred to contingent 
SES eT Ea Ss ROM cies RAE Nr Si as cece iar tes eae ree 18,031 24,249 
Balance carried to earned surplus.............. $ 769.554 


6. If you had just acquired control of the Industrial Machinery Manufacturing Co., 
Inc., what financial and operating policies would you follow to improve the financial 
condition and net profits in the years immediately ahead? 

7. What types of commercial and industrial business enterprises tend to have a high 
ratio of net sales to net working capital? 
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PART IV 


Comparative Analysis of Balance Sheets 


Post Iv consists of two chapters thal de- 
scribe, in theory and in practice, the method of com- 
parative analysis that has been used extensively but 
somewhat less thoroughly in Chaps. VI to XV, along 
with internal balance sheet analysis. Comparative 
balance sheet analysis is the study of the trend of the 
same items or computed items in two or more balance 
sheets of the same business enterprise on different 
dates; it 7s also the study of the trend of the propor- 
tions, that is, internal ratios computed from these fig- 
ures, as of the different dates. Comparative balance 
sheet analysis is most conclusive and comprehensive 
only when based on a thorough knowledge of internal 
ratios. In this process the dates of successive balance 
sheets and a knowledge of the place of such dates in 
the natural business year of a particular line of bust- 
ness activity are significant. It 1s highly desirable that 
successiwe yearly balance sheets be drawn off on the 
same date each year and so represent the financial con- 
dition of a business enterprise at the same point in 
the natural business-year cycle. Where a series of two 
or more balance sheets are drawn off on different dates 
in successive years, it is often extremely difficult to 
make a sound comparative analysis. The analyst must 
realize that such figures are not strictly comparable and 
he must know why they are not comparable. Compara- 
twe analysis includes a description of the method of 
computing a statement of sources and applications of 
funds and the advantages to be obtained from this 
statement. Such a statement high-lights the changes in 
financial condition between two balance sheet dates, 
where funds have come from, and how those funds have 
been used. 


CHAPTER XVI 


Comparative Analysis of Balance Sheets 


The technique of comparative balance sheet analysis has already been 
used extensively in a practical way in Chaps. VI to XV. In each of these 
chapters three groups of three comparative balance sheets were set up 
and analyzed on a wide variety of manufacturers, wholesalers, and re- 
tailers. It might, however, be expedient to explain the theory of the tech- 
nique that has been used and to accompany the explanation with appli- 
cable examples. 

Internal balance sheet analysis is concerned with the study of propor- 
tions between items or groups of items in a balance sheet, and between 
items, groups of items, and computed items (net working capital and tan- 
gible net worth) with net sales. Comparative balance sheet analysis is the 
study of the trend of the same items, groups of items, and computed 
items in two or more balance sheets of the same business enterprise on 
different dates, and the study of the trend of the proportions (internal 
ratios) computed from these figures as of the different dates. Comparative 
balance sheet analysis is most conclusive and comprehensive only when 
based on a thorough knowledge of internal as well as comparative anal- 
ysis. Without the knowledge of internal analysis, it may be extremely mis- 
leading. The great advantage in comparative analysis is that it portrays 
the trends of particular features of a business enterprise and of the enter- 
prise as a whole. 

If a train is moving forward at a known rate of speed, it is reasonable to 
assume that it will continue to move at approximately the same rate un- 
less some obstacle interrupts its progress abruptly, or the motive power is 
increased or decreased. Similarly, it is reasonable to assume that unless 
some drastic change takes place in a business, it will continue to move in 
the same general direction as indicated by its comparative trends. It was 
on this assumption that the American Institute of Accountants wrote in a 
letter to the New York Stock Exchange, “ . . . The changes in the bal- 
ance sheets from year to year are usually more significant than the balance 
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sheets themselves.”! While this assertion may well be somewhat exagger- 
ated, there is no doubt that in particular cases these changes from one year 
to another may be of greater importance than the internal relationship of 
selected items. 

In the extensive number of cases that have been studied in the preced- 
ing chapters, comparative balance sheets with net working capital, cur- 
rent ratio, tangible net worth, net sales, net profits after all Federal 
income taxes, and dividends have been set up in comparative columns 
following the technique described in Chap. IV. By this method the 
amounts at which the different asset and liability items, current assets, 
current liabilities, net working capital, current ratio, tangible net worth, 
net sales, net profits, and dividends appear on successive dates are on 
the same horizontal line. As the result of this method of posting com- 
parative figures, a comparison of each item from one year to another may 
easily be made. 

About 1900, James G. Cannon took the progressive step of posting 
successive balance sheets in parallel vertical columns. He became the 
first analyst to make this simple mechanical arrangement a consist- 
ent policy in studying comparative financial statements. His study 
probably consisted more in noticing changes in important items in 
successive financial statements than in analyzing the trends of selected 
internal ratios. 

By 1906, banking institutions had made little progress in following 
Cannon’s lead and in setting up figures in comparative form. In that year, 
Charles W. Reihl in an article entitled ‘Credit Department of a Bank”’ 
published a very brief comparative statement form and advocated its 
wider adoption and use.” This form, unlike those now in wide use, did not 
provide for the comparison of all balance sheet items. There was space on 
the form for figures from nine comparative balance sheets, but the only 
items specifically listed were active (or current) assets, liabilities, surplus, 
active (net working capital) assets, other assets, net worth, outside re- 
sources for proprietorships or partnerships, date of statement, annual 
sales, and losses by bad debts. Progress in the development of the com- 
parative setup of financial statements from that time to about 1923 was 
quite steady and consistent. Full comparative forms calling for all items 
in balance sheets and income statements are now in use by all progressive 
banking institutions, the mercantile agencies, and the publishers of indus- 
trial manuals. 

d Letter dated Sept. 22, 1932, signed by George O. May as chairman of the Special 
Committee on Cooperation with Stock Exchanges. Published in Audits of Corporate 
Accounts, Correspondence between the Special Committee on Co-operation with Stock 
Exchanges of the American Institute of Accountants and the Committee on Stock List 


of the New York Stock Exchange, 1932-1934, p. 10. 
* Bankers Magazine, Vol. 72, pp. 408-417, March, 1906. 
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IMPORTANCE OF BALANCE SHEET DATE 


In comparative analysis, two sets of figures which are 1 month apart, 
1 year apart, or 10 years apart may be set up in comparative columns for 
study. In the vast majority of cases that an analyst will study, the sets of 
figures will be separated by yearly intervals. Three, ten, or twenty sets of 
figures also may be posted in comparative columns, depending upon the 
length of time the analysis is to cover. 

Occasionally, two sets of figures, which are separated by one or by a 
very few months, will be studied. In such a study one needs to be familiar 
with the seasonal nature of the particular line of business. Suppose, for 
example, a June 30 balance sheet of a manufacturer of candy is being com- 
pared with a September 30 balance sheet of the same year. Liabilities will 
normally be at a low point in June and at a high point in September. Re- 
ceivables, inventory, and current liabilities will be low in June and much 
higher and generally increasing in September. An analyst must under- 
stand this situation. In contrast, the comparison of two or more fiscal bal- 
ance sheets dated June 30 in consecutive years would normally be taken 
off at the same point of the season in the business year. Receivables, 
inventory, and current liabilities would be at the low point for each year, 
unless, because of some unusual influences, the natural business year was 
somewhat off balance. 

A still more difficult set of balance sheets to analyze, without similar 
intimate background information, is a series of figures for consecutive 
years but with a different balance sheet date for each year. A balance sheet 
for year D might be dated June 30; a balance sheet for year C, September 
30; a balance sheet for year B, April 22; and a balance sheet for year A, 
October 16. Each balance sheet would portray a condition at a different 
point in the natural business year of the particular line of business. 

Every business enterprise has a fiscal date; and whenever possible, fig- 
ures should be obtained for analysis as of that fiscal date for consecutive 
years. Moreover, it is most unusual for a balance sheet for representative 
concerns to be prepared on any date except the first or the last day of the 
month. Small businesses sometimes issue unaudited balance sheets on 
irregular dates. Under this circumstance, the analyst would normally 
wonder why the balance sheet for year B was dated April 22 and the bal- 
ance sheet for year A was dated October 16. Often such a date is a day or 
two following the liquidation of some heavy liability. In this situation, 
every effort should be made to obtain balance sheets as of the fiscal date 
for year D, year C, year B, and, if the fiscal date was prior to October 16, 
also in year A. If it is necessary to analyze figures at odd dates, every 
effort should be made to discover why the odd date was used, and whether 
any unusual change occurred in the financial condition during the month 
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preceding the statement date. In comparative statement analysis, balance 
sheets should be as comparable as it is reasonably possible to obtain them; 
that means drawn off on the same day each year and according to the same 
accounting principles. 


Desirability of Consecutive Yearly Figures 


Two balance sheets of the same business enterprise separated by a period 
of 10 years may be used for comparative analysis just as if they were 
3 months or 12 months apart. Two balance sheets separated by a period 
of 10 years, but both financial statements drawn off on the same fiscal 
date, would certainly indicate the quantity changes in every asset and 
liability item and also the difference in important ratios between the two 
dates. This information, however, would be relatively moderate compared 
with the data that would be obtained from a series of 10 consecutive 
balance sheets, one on each fiscal date for the entire 10-year period. Dur- 
ing that period many items may have increased substantially and then 
decreased. Other items may have been reduced and then increased. 

A new plant, for example, may have been erected 9 years ago at a cost 
of $500,000. The net depreciated value of the fixed assets after the erection 
of the plant may have been $700,000. Over the intervening years the im- 
provements which had been capitalized, less the accumulated deprecia- 
tion, may have brought the depreciated value of the fixed assets at the end 
of the 10 years down to $400,000. The beginning and the ending balance 
sheets, if they were the only ones available, would show an increase in the 
depreciated value of the fixed assets from $200,000 to $400,000. With 10 
consecutive yearly balance sheets available, the entire story, with the sud- 
den increase from $200,000 to $700,000 in the fixed assets 9 years ago and 
then a steady decrease in the meantime, would be clear from even a casual 
study of the figures. 

When the new plant was erected, it may have been largely financed by 
an issue of $400,000 four per cent 10-year debentures. Over the years, the 
debentures may have been reduced gradually from year to year and the 
balance of $150,000 called for payment 2 years ago. The beginning and 
ending balance sheets would disclose no debentures. The 10 consecutive 
yearly fiscal balance sheets would show the sudden rise of this funded debt 
item 9 years ago and the gradual reduction to extinction 2 years ago. 

If the important internal ratios are determined for each year so that the 
internal analysis of each set of figures may be correlated with the com- 
parative analysis, the deductions of the analyst become even more enlight- 
ening. To the knowledge of the fluctuations in each item is now added the 
qualitative interpretations of the important items. If the value of the fixed 
assets carried 9 years ago at $700,000 represented 80 per cent of the tan- 
gible net worth, that fact becomes available. Successive balance sheets 
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would then disclose a gradual reduction in this heavy percentage as depre- 
ciation is earned and kept in the current assets and as a portion of the 
yearly net profits is retained in the business as current assets. The value 
of the fixed assets at $400,000 in year A may now be in splendid propor- 
tion, representing only 31 per cent of the tangible net worth. 

When the $400,000 of debentures were issued, the funded debt may 
have represented 128 per cent of the net working capital, a very high per- 
centage. A computation of this ratio for yearly internal analysis would 
have shown some fluctuation over the years, but with a downward tend- 
ency and final extinction when the $150,000 balance was paid off 2 years 
ago. A computation of selected ratios for each balance sheet would give 
the basis for analyzing the fluctuations in the internal make-up of the 
figures; some ratios would show healthy stability throughout the 10-year 
period, others would show fluctuations up and down, but explanations 
from the management, or from someone close to the management, would 
shed light upon the policies and the decisions that brought about the 
changes in the ratios. 

The beginning and the ending balance sheets would also show an in- 
crease or decrease in net working capital and an increase or decrease in 
tangible net worth. The comparative yearly balance sheets would show 
the exact story in both items from year to year, probably fluctuations up 
and down, possibly a steady increase in the tangible net worth. Similar 
information would be readily available regarding every other item in the 
balance sheets, in the income statements, and in all the important ratios. 
It is clearly evident why consecutive yearly balance sheets over the years 
are of the greatest value to the analyst in comparative analysis. 


DIFFERENCES IN DOLLAR AMOUNTS 


To the young analyst it is often expedient when studying two or more 
sets of comparative figures to add one more column, that column to con- 
tain the differences in dollar amounts in each item between the first and 
last set of figures. The experienced analyst follows this procedure in par- 
ticularly complicated cases, not because it adds information that is not 
readily available at a glance, but because it crystallizes and high-lights the 
differences over the period. If an item has increased, a plus sign appears 
before the amount of the increase in this column; if an item has decreased, 
a minus sign appears before the amount of the decrease. 


Manufacturer of Controlled Mechanism 


The Controlled Mechanism Corporation was incorporated under the laws 
of the state of Connecticut 8 years ago with a nominal capitalization. 
The paid-in capital was increased from time to time and at the end of 
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year A consisted of common stock carried at $60,000, capital surplus of 
$89,372, and retained earnings of $49,114. During the first 2 years of its 
existence, activities were concentrated on basic experimental and research 
work. Gradually the business became established and by the end of year 
B operations were being conducted on a tangible net worth of $124,685, 
with a healthy financial condition. 

This concern operates in the highly specialized business of designing, 
developing, and manufacturing various types of engineering, computing, 
and controlled mechanisms and devices that are used primarily in aerial 
navigation. These products include position computers, lunar computers, 
automatic Mercator chart boards, and dead-reckoning tracers. All manu- 
facturing is carried on in one plant. 

The comparative figures for year B and year A are given in Schedule 
54. The third column in this schedule gives the dollar changes upward and 
downward for each item between these two sets of fiscal figures. Most of 
the items show increases, the most important being the increase in the 
totals on both sides of the balance sheet of $202,186, in the total liabilities 
of $173,396, in the fixed assets of $85,570, in the serial notes payable of 
$67,375, in the development expense of $61,325, and in the net sales of 
$60,322. Seven items show decreases, cash of $1,097, due from officers of 
$1,445, prepaid items of $63, deferred royalty income of $12,000, a quite 
substantial shrinkage in net working capital of $64,116, current ratio of 
1.24, and tangible net worth of $20,535. 

The change in any one or in several of the items between year B and 
year A may readily be determined without the use of this increase-de- 
crease column. There is no doubt, however, that, where used, this column 
does throw the important changes, either upward or downward, into bold 
relief. To the analyst, the significance of these changes should become 
immediately apparent. Instead of studying these figures by discussing 
only the outstanding features, the practice which has been generally fol- 
lowed in this volume, let us take up each figure, item by item, and analyze 
the significance of its trend, whether that significance is of minor or con- 
siderable importance. This is the manner in which an analyst would study 
the figures mentally. 

Cash. Cash decreased $1,097 between the 2 years. The cash of $58,938 
in year B was entirely unrestricted. Of the cash of $57,841 in the balance 
sheet for year A, $26,763 was restricted and in a separate bank account. 
This cash was advanced by one customer and could be used only to pay for 
merchandise and services needed to fulfill a specific contract. Moreover, 
cash could be withdrawn from this special account only by the signature 
of a cosigner who was a representative of this particular customer. 

Recewables. Notes receivable increased $820 and accounts receivable 
increased $14,129, a total increase in receivables of $14,949. On the basis 
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_ConTROLLED Mrcuanism CoRPORATION [Schedule 54] 


Comparative Figures for Years Ended December 31, 19— 
ene es SRE Sade ER Pes We we a ee nl EO A 


(B) (A) Increase 
Two Years One Year or 
Ago Ago Decrease 
ASSETS 
(CEM e tad WoL Son ote oe ee $ 58,938 $ 57,841 —$ 1,097 
Notes Receivable................... 502 1,322 + 820 
Accounts Receivable................ 22,204 36, 333 + 14,129 
REVentOnyaee wry, Wie coe te ee ee 72,853 100 , 906 + 28,053 
Crnrenta@Asscisin wake a. bass Ml aeese $154,497 $196, 402 +$ 41,905 
HEIKECEASSELSHING Ue os ia coe: 71,481 157,051 + 85,570 
Leasehold Improvements............ 15,727 27,966 + 12,239 
DWouesirome@ ticerssem a) eee, oe ete 2,567 i ay — 1,445 
PKCD IC wLLCINS eeenn Wy eA gee hoe Soon acs Vi OAS) 2,189 = 63 
Miscellaneous Receivables........... 7,000 9,655 + 2,655 
Development Expenses:............ 33,010 94,335 + 61,325 
eaten US<eaerwe en ny Noe be 4 koh Jem ib 1 Sy o Pager eee 
PROTA TA er pn Tei tet. Beton cl of $286 , 535 $488 , 721 +$202,186 
LIABILITIES 

Due to Banks. . Re Me Sore Sere pis ee $ 30,000 +$% 30,000 
Accounts Payable. . SNA ce Need 2 a4 OS Ba 9,117 31,935 + 22,818 
INGO ATEN ioe eee eas See ere 12,544 35,526 + 22,982 
Advances from Customer............ 43,178 71,738 + 28,560 
DereeconW (Cerone me cs ne ne eee 1,661 + 1,661 
Oruenialavulitics= 0 er $ 64,839 $170, 860 +$106,021 
Serial Notes Payable............4.: 45,000 NPA aie + 67,375 
OLGUACQUUL CCS eae ee a $109 , 839 $283 , 235 +$173 ,396 
Deferred Royalty Income........... 19,000 7,000 — 12,000 
(Comm OMe ovOCk ere eerr ee ayn 60,000 CO;000 Tee ee : 
Capivalssunplus ess es ee 89,372 SORO72) Ee ae 
Retaimedgwarnings. “58a e 3. 8,324 49,114 + 40,790 
Roar wer vest. fey bP $286,595 $488 , 721 +$202 , 186 
INCHRH ROLLIE CC DULGle ae ens ea: $ 89,658 $ 25,542 —$ 64,116 
(COA OIOTA ORTON ob xcept eae enone 2.39 i a5 — 1.24 
TG LOLemIN ICL WOT ars a cas eels ae $124, 685 $104,150 —$ 20,535 
ING Sash 2k, oo es ae ee eee $208 , 794 $269,116 +$ 60,322 
INGUPECONGaem tes 0 Cin ee 10,319 40,790 + 30,471 
HE) iva CLOT) Cl Siena eye nee et serene 12, 60s None INGHEE I ut) 44. Gates 


of the net sales for the respective years, the receivables give an average 
collection period of 40 days for year B, and of 51 days for year A. The col- 
lection periods in this case have little significance, as all manufacturing is 
carried on under specific contracts and the manner of payment is carefully 
stipulated in each contract. What is significant is the fact that $32,702 of 
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the receivables was assigned to a depository as security for the bank loan 
of $30,000 outstanding at the end of year A. 

Inventory. Inventory increased $28,053. The ratio of net sales to inven- 
tory was 2.9 for year B, and 2.6 for year A. The relationship in year B was 
satisfactory for a manufacturer producing highly technical apparatus 
under contracts. The relationship for year A was a little low, due to the 
fact that the inventory increased too much during the year and not be- 
cause net sales were low. Moreover, the inventory was 395.1 per cent of 
the net working capital, a very unbalanced condition; this was due both to 
a slightly heavy inventory and to inadequate net working capital at 
the end of year A. 

Current Assets. Current assets increased $41,095 during the year. This 
increase is the sum of the net differences in the four items going to make 
up the current assets. 

Fized Assets. The net depreciated value of the fixed assets, that is, the 
land, plant, and equipment, went up from $71,481 to $157,051, or a 
very substantial difference of $85,570. The fixed assets in year B repre- 
sented 57.4 per cent of the tangible net worth, which was a reasonable 
proportion. The fixed assets in year A represented 151.1 per cent of the 
tangible net worth, a very excessive proportion. These additions to the 
plant assets were largely financed by increased borrowings in the form 
of serial notes payable in 3 to 6 years. If arrangements had not been 
made well in advance of this expansion program to obtain funds in this 
manner, the program could not have been carried out; the financial con- 
dition of this business could not have carried the burden. There is a real 
question as to whether the program was sound. 

Leasehold Improvements. Leasehold improvements expanded $12,239. 
If leasehold improvements were grouped with the fixed assets, the two 
items in year B would become $87,208, and in year A $185,017. These two 
items would then represent 70.0 per cent of the tangible net worth in year 
B, which would be heavy, and 177.8 per cent in year A, which would be 
clearly and unquestionably excessive. 

Due from Officers. Due from officers decreased $1,445, representing pay- 
ments on account. This item was a nominal one in both years—$2,567 in 
year B and only $1,122 in year A. 

Prepaid Items. Prepaid items decreased $63. This item likewise was 
moderate in both years—$2,252 in year B and $2,189 in year A. 

Miscellaneous Receivables. Miscellaneous receivables increased $2,655. 
In year B, this item was $7,000 and represented a loan made in year E toa 
neighboring concern from which Controlled Mechanism Corporation pur- 
chased specialized equipment. The loan was a demand loan but the finan- 
cial condition of this debtor was very extended and indicated no imme- 
diate likelihood of repayment. The $7,000 was also owing in year A. The 
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increase of $2,655 in year A represented notes due in 12 months taken for 
the sale of secondhand machinery which could no longer be used effi- 
ciently. The concern that purchased the machinery was located in a near- 
by town. Its affairs were in fairly well-balanced condition and these notes 
would undoubtedly be met promptly at maturity. 

Development Expenses. Development expenses increased $61,325. Here 
was a very spectacular increase in the expenditures for experimentation, 
expenditures that had been capitalized instead of being charged to ex- 
pense. A more conservative financial management would have made this 
charge to expense.* The results of this accounting policy will be examined 
in the consideration of a later item. Development expenses, like good will, 
patents, and trade marks, is an intangible asset. 

Patents. Patents were carried in both balance sheets at the same 
amount, $1. Like development expenses, patents is an intangible item. Un- 
like the item of development expenses, which was increased by the capital- 
ization of expenditures during the year, the value at which a constantly 
increasing number of patents was being carried on the books had remained 
unchanged. 

Total. The total of all the asset items increased $202,186. This figure is 
the sum of the net changes in the four items comprising the current assets 
and the six items showing changes among the fixed, miscellaneous, and 
intangible assets. 

Due to Banks. Due to banks increased $30,000. No bank borrowings 
were disclosed in the balance sheet at the end of year B. During year A, 
bank borrowings had reached a peak of $75,000 but had been paid down to 
$30,000 at the end of the year. These borrowings were not on the un- 
secured straight note of the corporation; they were secured on the date of 
the balance sheet by the assignment on a nonnotification basis, as men- 
tioned above, of $32,702 of the accounts receivable. 

Accounts Payable. Accounts payable increased $22,818. Both the 
amounts due to banks and the accounts payable would normally expand 
along with any increase in the receivables and the inventory in the current 
assets. This increase in accounts payable, however, was moderate, be- 
cause of the rather substantial increase in other current liability items. 

Accruals. Accruals expanded $22,982. In addition to the typical accrual 
items of rent, wages, and taxes, this item in year B included a small 
amount of royalties payable, and in year A a substantial amount of roy- 


3A skilled analyst has considered such situations very clearly in the following 
words: ‘‘To the writer profits from operation mean little or nothing as a strength 
indicator if more than offset by delayed but essential and necessary direct deductions 
from net worth. The real and important matter from the standpoint of any operation 
for any year or series of years is as to whether or not the subject has increased or been 
compelled to decrease its net worth.”—Wat, ALEXANDER, How to Evaluate Financial 
Statements, p. 125 (Harper & Brothers, New York, 1936). 
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alties payable. These royalties were due for the use of six basic patents 
utilized by Controlled Mechanism Corporation in its operations, which 
were owned by others. 

Advances from Customers. Advances from customers expanded $28,560. 
Because of the light working capital position and the extended financial 
condition disclosed by the low ratio of the current assets to current lia- 
bilities at the end of year A, the high percentage of current liabilities to 
the tangible net worth, and the high percentage of fixed assets to tangible 
net worth, customers had to advance sufficient cash funds so that this 
concern could fulfill its contracts. As the bank loan was paid down, the 
bank was reluctant to increase its extension of credit even on a secured 
basis. The officers had no additional funds which they could invest in 
capital stock, so the last resort to obtain necessary funds was the cus- 
tomers. The high quality of the research work and the experimentation of 
this enterprise had provided several products which were far superior to 
anything on the market, and in order to obtain these particular key prod- 
ucts, the customers were perfectly willing to make cash advances to assist 
in financing operations. To protect themselves against any unwarranted 
use of these particular funds, the larger customers stipulated that the ad- 
vances be set up in special checking accounts and that a cosigner be neces- 
sary to withdraw any funds. This arrangement, while cumbersome and 
complicated, was effective. 

Due to Officers. Due to officers increased $1,661. No amounts were due 
at the end of year B. This amount at the end of year A represented a 
bonus to be paid in January. 

Current Liabilities. Current liabilities increased $106,021, representing 
the sum of the net increases in the five individual current liability items. 
This increase is a very large one, the current liabilities increasing from 
$64,839 in year B to $170,860 in year A. As a general rule, the total of cur- 
rent liabilities fluctuates in close relationship to the changes in the total 
current assets. Here the fluctuation was far greater. While the current 
assets had increased $41,905, the current liabilities had increased $106,- 
021. The far greater increase was due to the fact that liquid assets to the 
approximate extent of the increase in fixed assets of $85,570 and of the 
increase in leasehold improvements of $12,239 had been withdrawn from 
current assets and put into slow assets. 

Serial Notes Payable. Serial notes payable increased $67,375, rising from 
$45,000 at the end of year B to $112,375 at the end of year A. These notes 
were due serially in various amounts from 3 to 6 years after year A. They 
were secured by a first mortgage on the land, plant, and equipment 
and carried interest at the rate of 4 per cent per annum. The notes were 
held by a prominent life insurance company. The outstanding notes of 
$45,000 at the end of year B were rather moderate. The outstanding notes 
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of $112,375 at the end of year A were heavy and excessive from every 
angle. Whereas the funded debt of a business enterprise should not exceed 
the net working capital, at the end of A the serial notes were 439.9 
per cent as large as the net working capital. It might well be that difficulty 
will be experienced in meeting these maturities out of earnings or in refi- 
nancing these obligations as they mature. The situation is not healthy. 

Total Liabilities. Total liabilities went up $173,396. This increase repre- 
sented the combined increases of the current liabilities and of the serial 
notes payable. At the end of year B, the total liabilities amounted to 
$109,839 and, while substantial, were not out of line with the tangible net 
worth. At the end of year A, the total liabilities amounted to $283,235 and 
were 272.1 per cent of the tangible net worth, a very unbalanced relation- 
ship. This relationship became heavy not only because of the large in- 
crease in the total liabilities but also because of the shrinkage in the tan- 
gible net worth. 

Deferred Royalty Income. Deferred royalty income decreased $12,000. 
This item arose in year C' when one of the representative business corpora- 
tions of the country made a cash payment to Controlled Mechanism Cor- 
poration for the use of certain of its patents over a 4-year period. Part 
of this cash payment became income in year C, and the balance was set up 
as this deferred royalty income account to be prorated as income over the 
period. The decrease of $12,000 represented the amount taken into income 
in year A. 

Common Stock. Common stock remained unchanged at $60,000 during 
both years. 

Capital Surplus. Capital surplus likewise remained unchanged at $89,372. 
This item arose in year D when common stock was sold for cash. The 
excess above $10 per share was set up on the books as capital surplus. 

Retained Earnings. Retained earnings increased $40,790. This sum 
represented the book net earnings shown by the income statement for 
year A. 

Total. The total of the liability items, deferred royalty income, and 
capital items increased $202,186. This increase balances the increase in the 
total of the asset items. There is no significance in this item, the signifi- 
cance being in the changes in the items which make up this figure. 

Net Working Capital. Net working capital decreased $64,116. Here is a 
decrease of fundamental importance. Net working capital of $89,658 at 
the end of year B was turned over 2.33 times in net sales and was adequate 
to support the volume of business. The ratio between the net sales of 
$269,116 and the net working capital of $25,542 at the end of year A was 
10.53. At this rate, the net working capital was inadequate and was turn- 
ing over as fast as a counterfeit nickel. To operate a business on inade- 
quate net working capital, as has already been stated, calls for heavy lia- 
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bilities. This accompanying characteristic is clearly portrayed in these 
figures. The great shrinkage in net working capital was brought about by 
investing relatively large sums of liquid assets in fixed assets, leasehold 
improvements, and development expenses, with minor increases in other 
slow assets. The shrinkage would have been even greater if increases had 
not been recorded in the amount of the outstanding serial notes payable 
and the retained earnings. 

Current Ratio. The current ratio decreased 51.9 per cent. At 2.39 in year 
B, the current ratio indicated a generally satisfactory relationship be- 
tween the current assets and the current liabilities. At 1.15 in year A, it 
indicated a proportionately unsatisfactory and top-heavy condition. The 
margin between the current assets and the current liabilities for year A 
provided very slim security to any creditor and should certainly have in- 
dicated a fevered condition to the active management. 

Tangible Net Worth. Tangible net worth decreased $20,535. This de- 
crease is the difference between the increase in development expenses of 
$61,325 and the increase in the retained earnings of $40,790. The two 
items of development expenses and patents, as already mentioned, are 
intangible items, and so were deducted from the total of the common 
stock, capital surplus, and retained earnings of the respective years to 
arrive at the tangible net worth. The increase in development expenses 
in excess of the retained book net profits (which is also the increase in 
retained earnings) would bring a corresponding reduction in the tangible 
net worth. So, we have the unusual situation of an increase in retained 
earnings and at the same time a decrease in tangible net worth brought 
about by the capitalization of a certain type of expense. It is interesting 
to note at the end of year A that the capitalized development expenses 
carried at $94,335 was greatly in excess of the retained earnings of $49,114. 
If there were no item of development expenses, the retained earnings of 
$49,114 would be turned into a deficit figure of the difference, or of $45,221. 

Net Sales. Net sales increased $60,322, representing favorable progress 
for the year from the viewpoint of increased business. Notwithstanding 
this progress, as has been indicated by the discussion of several of the 
items above, the internal financial condition of this enterprise had 
changed radically from an attractive, sound condition at the end of year 
B to a weak condition unbalanced by excessive fixed assets, top-heavy 
lhabilities, and undernourished net working capital at the end of year A. 
The financial condition had become more than unsound; it represented 
a condition where oxygen was needed to keep the patient alive. 

Net Profit. The net profit, or, as it has been termed during the past few 
pages in the discussion of the affairs of this concern, the book net profit, 
increased $30,471. The book net profit of $10,319 for year B was 4.94 per 
cent on net sales and 8.28 per cent on the tangible net worth. The book net 
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profit of $40,790 for year A was 15.16 per cent on net sales and 39.18 per 
cent on the tangible net worth. Figures for both years were satisfactory 
and for year A apparently quite attractive. At this point, however, we 
must recall our discussion on net profits and realize that a final profit fig- 
ure is, at times, arrived at by accounting conventions. In this case devel- 
opment expenses to the extent of $61,325 were capitalized during the year 
and it was on the basis of this practice that the net profit of $40,790 was 
recorded. On the other hand, if no part of these expenditures aggregating 
$61,325 had been capitalized but all had been charged to expense, the in- 
come statement instead of showing a net profit of $40,790 would have 
recorded a net loss for the year of $20,535, and the per cent profit on net 
sales and on the tangible net worth would have been turned into per- 
centage losses. More conservative management would have followed this 
latter practice, and it is the one that would normally be followed by the 
analyst. So, whereas at first glance a very substantial net profit seemed to 
have been earned, actually a net loss was incurred for the year, on top of 
the decidedly unbalanced internal condition. 
Dividends. No dividends were paid for either year. 


EXPLANATION OF CHANGES 


In comparative analysis the analyst, along with understanding the 
significance of the upward and downward changes in dollar amounts, 
should endeavor to search out and understand the policies, conscious or 
unconscious, which brought about those changes. Too often the analyst 
is given only the bare figures for study, with no supplementary facts or 
explanations. Trends may be obtained in comparative analysis, but the 
lack of supplemental information hinders at times the most precise 
deductions. 

In Chap. XI, for example, the comparative balance sheets of the Men’s 
Suit Co., Inc., were analyzed. Those figures disclosed steadily increasing 
year-end inventories on fluctuating annual net sales, giving a slower and 
slower relationship between these two important items. At the same time, 
the current liabilities increased from $196,353 in year C to $361,471 in 
year A. The current liabilities at the end of year A were 253.5 per cent 
of the tangible net worth. 

There is no doubt that the condition of this business, at the end of 
year A, was extended with excessive current liabilities. When the inven- 
tory, which was the primary cause of this heavy debt, was analyzed, 
there were two possibilities: if the inventory on June 30 of year A in- 
cluded a substantial carry-over of spring suits, the business was in a weak 
condition; if the inventory contained a nominal carry-over of spring suits 
or none at all but contained instead fall and winter fabrics, suits, and 
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topcoats, the heavy condition was materially mitigated. Which of 
these two extremes, or what condition between the two, existed could 
not possibly be determined from the bare figures. The necessary expla- 
nation had to come from the active management, or from someone close 
to the active management such as the accountant, the banker, or a princi- 
pal creditor. 

The technique of obtaining essential supplementary information for 
a complete understanding of comparative figures has been used many 
times in this volume. Although the practice is one that is widely used 
and is highly desirable, in many situations the analyst has only the 
figures for analysis; he must make the best use of them that he can. The 
following case will high-light the desirability of obtaining additional 
information where practical and reasonable. 


Manufacturer and Retailer of Candy 


The Pure Candy Corporation was organized 28 year ago. Operations 
were carried on profitably until 12 years ago when the owner sold control 
to a new group. The management of the new group proved incompetent 
and after 2 years of dwindling profits, there was ushered in an extended 
period of losses which ran for 8 consecutive years. In year C an experi- 
enced candy group purchased control. In year B the corner was turned 
with a net profit of $5,804, and in year A a very substantial net profit 
of $391,664, or 22.23 per cent on the tangible net worth, was recorded. 
This showing was most unusual. 

In addition to manufacturing candy, this concern conducts a chain 
of 112 retail candy stores located in the states of Connecticut, Delaware, 
Maryland, New Jersey, New York, and Pennsylvania. In 52 of the 
stores, in addition to the distribution of candy, soda fountains are 
also operated. A small portion of the annual output of candy is sold at 
wholesale. 

The comparative figures of this corporation for year B and for year 
A, with the upward and downward dollar changes in each item in the 
third column, appear in Schedule 55. This comparative schedule is an 
unusual one as it discloses several radical changes. Along with an internal 
and comparative analysis of the figures, these changes will be discussed 
in the light of supplementary explanatory information, to illustrate 
the enlightenment thrown on figures by an intimate knowledge of 
managerial policies. It is management that makes an enterprise tick. 

The most important changes between the figures for year B and year 
A are the spectacular increase in the fixed assets from $108,996 to 
$1,870,034, the expansion in the total liabilities from $359,207 to $1,892,- 
386, represented largely by the item of real estate mortgages, the shrink- 
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Pure Canpy Corporation (Schedule 55] 


Comparative Figures for Years Ended December 31, 19— 
oe ee 


(B) (A) Increase 
Two Years One Year or 
Ago Ago Decrease 
ASSETS 

CIS ee ty een he a oesican na iee sean $ 983,827 $ 646,718 —$ 337,109 
Accounts Receivable.......... 49,879 110,148 + 60 , 269 
AMVENLOLVeere nee ee eee. 634, 613 790,338 - 155,725 
CurrenteAssetsee ie ee $1,668,319 $1,547, 204 — pe LZR iS 
Fixed Assets, Net............ 108, 996 1,870,034 + 1,761,038 
ENVEStMeNtS. cea. c cs oe 15 76,148 (63 N4S ee eee 
Miscellaneous Receivables..... 502 2,544 + 2,042 
Deferred Charges............ GY P2333 158,144 + 100,911 
GOO CEVA te Ps Ae ety 1 re Oe hae he: 

GROWWATII eau awe bee goer $1,911,199 $3,654,075 +$1,742,876 

LIABILITIES 

Accounts Payable............ $ 268,223 $ 338,699 +$ 70,476 
PNCCRUG Saree te takyreser te. arent: 20,716 77,633 =F 56,917 
Reserve for Taxes............ 70, 268 162,800 + 92 , 532 
Dinrdendsskavablesnaeen so 5 se ccm sae 121,254 ap PAL Pay! 
Mortgage: Matunitiess.) cn-8. ...c0. dos. “ 8,000 + 8,000 
Current Liaguilitiesna. aa. 26: $ 359,207 $ 708,386 +$ 349,179 
drealulistate, Morteages......... s...00-4- 1,184,000 + 1,184,000 
MOtaliaavilitvesan 4 ss $ 359,207 $1, 892,386 +$1,533,179 
Common Stock.............. 1,273,259 1,212,546 25 Gone 
IEAMIG LSTA HUAWEI: on oo oO oles Oe 227,741 DO CED Ms POMS Caner eS ot se 
Retained Earnings........... 50,992 321,402 + 270,410 

SR OWA pene ee hoe on es $1,911,199 $3,654,075 +$1,742,876 
Net Working Capital.......... $1,309,112 $ 838,818 —$ 470,294 
COI GOE ARGS. Sis peo e eee oe 4.64 2.18 _ 2.46 
Tangible Net Worth........... $1,551,991 $1,761,688 +$ 209,697 
INE LE OAl Comte eh Ute Se $7,451, 724 $9 , 569, 238 +$2,117,514 
ING Galen O lite eee teedieih by Bic bogrtts 5,804 391,664 + 385,860 
DivIdendsene wuecece oe ee None 121,254 + 121,254 


age in the net working capital from $1,309,112 to $838,818, the increase 
in net sales, and the very great increase in the net profits. Instead of 
analyzing these changes in the light of their importance, the technique 
used in the preceding example of treating the items in consecutive order 
will be followed. 

Cash. During the interval reflected by the two comparative balance 
sheets, the cash was reduced from $983,827 to $646,718, or a decrease of 
$337,109. In year B the cash of $983,827 was an exceptionally strong 
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feature of the balance sheet, especially as no part had been created by 
bank borrowings. The cash of $646,718 on hand at the end of year A 
was also sufficient for any normal needs. The decrease was brought 
about by rather substantial expenditures during the year in renovating 
many of the retail stores. All such costs involved cash expenditures. 
The reason for undertaking this improvement program will be outlined a 
little later. 

Accounts Receivable. The accounts receivable amounted to $110,148 
at the end of year A, having increased $60,269. The management declined 
to give any information regarding the amount of the net sales which 
represented wholesale volume on credit terms for both year B and year 
A, so there was no basis for analyzing these two figures. It would seem 
evident, however, that the wholesale business had increased during the 
year unless the accounts receivable at the end of year A included a con- 
siderable number of delinquent accounts. The increase during the year 
was relatively large. 

Confectionery is generally sold by manufacturers on terms of 2 per 
cent discount in 10 days, net 30 days. The Pure Candy Corporation 
used these standard selling terms. Wholesale candy sales probably 
increased in November and December over the average monthly sales. 
If the average receivables on the books during the year amounted to 
$80,000 and the average collection period was 40 days, then the whole- 
sale sales for year A would have ranged in the neighborhood of $750,000. 
This figure would have represented only 7.8 per cent of the net sales for 
year A. 

Inventory. The inventory increased $155,725, or 24.5 per cent. For 
year B the ratio of net sales to the inventory was 11.7 times, and for 
year A, notwithstanding the increase, 12.1 times. As the net sales in- 
creased, the ratio with the closing inventory increased. That was certainly 
a favorable omen. Moreover, for both years, the ratio was the same or 
somewhat higher than the 5-year average of 8.2 times. 

Tor year B the ratio of inventory to net working capital was 48.5 
per cent, and for year A, 94.3 per cent. Here was quite a radical change, 
from a most favorable proportion to one which at best might be considered 
fair. The change was brought about, not by any great expansion in 
inventory because the management believed in speculating in inventory, 
but by the decrease in net working capital. As will be shown later, this 
decrease was due to the management policy of utilizing a considerable 
proportion of the net working capital for the rehabilitation of rundown 
retail stores, the purchase of a factory, and the purchase of two buildings 
where strategic retail stores were located. The conversion of some 
portion of the current assets into fixed assets brought about the decrease 
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in net working capital and consequently gave this higher ratio with the 
inventory. 

During year A, the method of pricing inventory was changed from 
first-in first-out to last-in first-out. The effect of this change was a 
reduction in the value of the inventory by $122,624. As a result, the 
valuation of the inventory carried in the balance sheet at the end of 
year A was somewhat more conservative than at the end of year B. 

Current Assets. The current assets decreased moderately from $1,668,- 
319 to $1,547,204. The shrinkage in the cash of $337,109 was greater 
than the increases in the accounts receivable and the inventory by this 
difference in the current assets of $121,115. 

Fixed Assets. Here was a most spectacular change, from $108,996 
at the end of year B to $1,870,034 at the end of year A, or an increase 
of $1,761,038. The $108,996 at the end of year B represented machinery, 
equipment, and leasehold improvements at cost, less reserve for deprecia- 
tion of $6,871. No more detailed breakdown was available. The following 
interesting segregz tion of the item was available as of the end of year A: 


Factory land, building, machinery, and equipment, less depreciation.... $ 428,348 
Othersand and buildings, less depreciation......-......+5-.20.0.-5- 856,758 
Store equipment and leasehold improvements, less depreciation........ 584,928 

$1,870,034 


Throughout year B, the machinery and equipment had been located 
in a leased building. During the latter part of year B, the management 
decided to purchase a plant ideally located on a railroad siding in a 
near-by city. Early in year A, title to this plant was acquired and the 
machinery and equipment were moved into it. The purchase price was 
$404,000 of which $10,000 was cash and the remainder a first mortgage 
containing terms which will be described later. 

Of the 112 retail stores, 2 had been located without change, 16 and 
18 years respectively, in buildings which the management had decided 
were ideal locations. The rental charges, however, in relation to the 
volume of business at these locations were heavy. After a careful study, 
it was decided that the corporation would be better off if the two build- 
ings and the underlying land could be acquired at certain prices. Both 
structures were office buildings and, at this particular time, were earning 
profits after taxes, interest, depreciation, and full upkeep. After con- 
siderable negotiations, titles to both locations and buildings were acquired, 
one for $200,000 and the other for $656,756. A cash payment of $18,000 
was made in the purchase of the first building with a first mortgage of 
$182,000; and a cash payment of $40,756 in the purchase of the second 
structure with a first mortgage of $616,000. 
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When the present management acquired control of the business in 
year B, the retail stores were antiquated and neglected. Almost without 
exception, every store had to be modernized and streamlined to present 
an inviting appearance to draw customers. A program of renovation 
and remodeling was carried on throughout year A. Simultaneously, 
where leases were high they were renegotiated. If rentals could not be 
brought to a satisfactory basis, the stores were operated until the expira- 
tion of leases. Where leases expired during the year and could not be 
renegotiated satisfactorily the stores were closed. Extensive cash was 
used to carry out this program. Store equipment and leasehold improve- 
ments at the end of year A were carried on the books at the substantial 
sum of $584,928. 

At the end of year B, the fixed assets represented only 7.0 per cent 
of the tangible net worth. At the end of year A, the fixed assets repre- 
sented 106.1 per cent of tangible net worth. That was quite a change, 
not entirely in the right direction. There was absolutely no doubt that 
at the end of year A the concern was overloaded with fixed assets; in 
fact the concern was now in the real estate and office building busi- 
ness as well as in the candy manufacturing and distributing business. 
Here was a condition that might well be the cause of headaches in the 
future. 

It is a very practical policy, as a general rule, for the operating manage- 
ment of a business enterprise to concentrate on the object for which 
the business is launched. There is too great temptation to take on side 
lines, which may or may not be profitable, and thus divert capital and 
energy into channels to which sufficient attention and knowledge cannot 
be given so that losses occur. 

Investments. No change occurred in the item of investments during 
the year. Even though there was no change, an understanding of how 
the item arose would have some bearing upon the analysis. The prior 
management acquired 5 years ago a 48 per cent common stock interest 
in a manufacturer of hard candy located on the Pacific coast. At no 
time has this concern had outstanding any preferred stock; its capitaliza- 
tion consisted solely of common stock. This investment was made on the 
basis of the book value of the stock, an up-to-date appraisal of the fixed 
assets having been made for this purpose. The investment cost $76,148 
and it has remained unchanged on the books of the Pure Candy Corpora- 
tion over the years since that time. 

A study of the comparative figures of this Pacific coast hard candy 
manufacturer showed that losses had been assumed every year for the 
past 5 years. At the end of year B, the concern had a tangible net worth 
of $12,622; at the end of year A it was only $8,460 and the current 
liabilities amounted to $21,692. The business was in a very unhealthy 


ee 
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condition with every possibility that it would become bankrupt in the 
immediate future. The 48 per cent interest of the Pure Candy Corpora- 
tion in the tangible net worth of $12,622 and $8,460, respectively, would 
represent $6,058 and $4,060. So here was an investment that at the end 
of year A was still being carried on the books at a cost of $76,148 when the 
asset had an economic value of only $4,060 and in the near future would 
probably be absolutely worthless. These facts could only be ascertained 
by studying the figures of the hard candy company and learning when 
the investment was made, the per cent of interest it represented, and 
the policy followed by the management in valuing the investment. 

This situation, as explained in Chap. IV, may occur because of the 
so-called ‘‘conventions”’ of the accounting profession. One management 
may carry investments over the years at cost, even though the current 
value may be appreciably more or less. Another management may adjust 
such values yearly to agree with the books of the corporations or with 
the market values of the securities, if they are listed on a national security 
exchange or traded actively over the counter. 

This item would have been more complicated if the Pure Candy 
Corporation had lent funds to the hard candy manufacturer over the 
years as working capital and had carried those loans, as some manage- 
ments do, in the current assets. As it was, there had been no inter- 
company relations of any kind over the intervening years. 

Miscellaneous Receivables. Miscellaneous receivables were moderate 
in both years, only $502 in year B and $2,544 in year A. In year B, 
the item represented loans to two employees. In year B, it represented 
loans to four employees, and $1,050 due from the sale of secondhand 
equipment. 

Deferred Charges. The deferred charges increased $100,911 during the 
year. A comparative breakdown of this item for both years gave the 
following comparison: 


Year B Year A 
Prepaldelnisurance wyatt mes rasee. toh. ce Sapa. oe AE $31,562 $ 52,801 
Brepaidelhven (ares veste geet. ered eg ea Sha cee Ay ohana ads 15,986 35,994 
Prepalauocone ebabilitablomae sci tae eye Slee eerie ays 1,841 16,558 
Brepaldelbease @ommssionss. 2st eee. ad eee nee 4,406 20, 904 
RCD ALG LUXpPENSesrMepee aslo aey arian fiom Piste: otra 1,903 14,889 
Bene PalOMaK eS eee ert ae. aw reser tap yd < Bets cs Fee Oso 16,998 


$57,233 $158,144 


The individual items going to make up the total of the deferred 
charges in both years were quite substantial. Prepaid insurance was the 
largest individual item in both years, $31,562 and $52,801, respectively. 
Prepaid rent on retail stores was the second largest item. Then came 
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prepaid lease commissions on rental negotiations, prepaid taxes, prepaid 
store rehabilitation, and a miscellaneous item of general prepaid expenses. 

Good Will. Good will was carried unchanged in both balance sheets 
at $1. 

Total. Total assets increased $1,742,876 during the year. The increase 
in this total was exceeded by the increase in the single item of fixed 
assets. Every item in the assets except two expanded during the year; 
those two were cash and good will. 

Accounts Payable. Accounts payable increased $70,476. This item 
consisted entirely of unpaid invoices for merchandise. The amount 
was quite moderate in both year B and year A, as the corporation was in 
sound current condition and took advantage of all discounts when terms 
of purchase allowed discounts. This fact was verified by an outside 
trade investigation which indicated a splendid paying record with all 
suppliers of raw materials. 

Accruals. In this particular case, accruals represented unpaid salaries 
and wages and nothing else. The item increased from $20,716 to $77,633 
during the year because wages were higher, there were more employees, 
and the end of the fiscal year broke so that salaries and wages were 
accrued for 2 days longer in year A than in year B. 

Reserve for Taxes. This item expanded from $70,268 in year B to 
$162,800 in year A, an increase of $92,532. Some portion of the increase 
represented income taxes, some portion real estate taxes on the properties 
acquired during the year, and some portion sales taxes on the larger 
volume of business. 

Dividends Payable. No dividends had been paid by this corporation 
for years and years. In view of the profitable operations in year A, 
however, a dividend of 10 per cent was declared on the par value of the 
common stock in December, payable in January of the following year. 
The obligation accordingly became a current liability and was set up on 
the books of the corporation at $121,254. 

Mortgage Maturities. When the factory and the two office build- 
ings were purchased during year A, the mortgage terms were quite 
unusual, calling for the payment of only $4,000 yearly on the mortgage 
on the factory, and only $2,000 each on the two buildings, or a very 
moderate total of $8,000. As a result only $8,000 of the total mortgage 
obligations became a current liability in year A. Often the current 
maturity is not carried as a current liability in the balance sheet as 
issued by the corporation or the public accountant, and the analyst 
must then adjust the figures to obtain a basis for a sound analysis. 

Current Liabilities. Every item in the current liabilities increased dur- 
ing the year, bringing about a total increase for the current liabilities of 
$349,179, or 97.2 per cent. The current liabilities were quite moderate 
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in relation to the current assets and the tangible net worth in both years, 
amounting to only 22.5 per cent of the tangible net worth at the end of 
year B, and 40.2 per cent at the end of year A. 

Real Estate Mortgages. No real estate mortgages appeared in the 
balance sheet at the end of year B. The factory was purchased subject 
to a mortgage of $394,000, payable $4,000 annually and the balance at 
the end of 15 years, and carried interest at the rate of 3 per cent per 
annum. The two office buildings were purchased subject to first mort- 
gages of $182,000 and $616,000 respectively; both mortgages were to 
be amortized at the rate of $2,000 annually; both bore interest of 4 
per cent per annum, and the unpaid balance in both cases fell due at the 
end of 10 years. The deferred portion of these three mortgages totaled 
$1,184,000, which was certainly heavy, being 41.3 per cent in excess of 
the net working capital. In addition to the fixed assets being top-heavy, 
now we have run across a second accompanying disturbing factor, 
excessive mortgage obligations. 

Total Liabilities. Total liabilities expanded from $359,207 to $1,892,386, 
a very rapid growth for 1 year. The expansion was brought about by the 
increased current liabilities and the heavy real estate mortgages. Total 
liabilities at the end of year B were nominal, reaching only 22.5 per cent 
of the tangible net worth. At the end of year A, the total liabilities were 
7.4 per cent in excess of the tangible net worth, an unbalancing propor- 
tion. Here was a third disturbing factor. 

Common Stock. The common stock decreased $60,713 during the year. 
The decrease was brought about by the redemption of that amount of 
common stock at par value. 

Paid-in Surplus. The paid-in surplus, amounting to $227,741, has 
remained unchanged over the years. The item arose from the original 
sale of common stock at a price in excess of the par value. 

Retained Earnings. Retained earnings increased $270,410, representing 
net profits retained in the business in excess of the declared dividends of 
$121,254. This increase is quite a substantial one to have taken place in 
any one year. 

Total. The increase in the total of all liability and capital items 
amounted to $1,742,876 and balanced the increase in all of the asset 
items. All the asset items except cash and good will increased during the 
year. All the liability and capital items except common stock and paid- 
in surplus increased. The principal increase in the assets was in the fixed 
properties, and the principal increase in the liabilities was in real estate 
mortgages. Both items arose out of the same business transactions. 

Net Working Capital. The net working capital decreased $470,294. 
This decrease was brought about by the heavy expenditure of cash to 
renovate, modernize, and improve the retail stores. This program was 
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essential for the revamping of the operating policies and such expenses 
had to be met out of the current assets. Although the net working 
capital was decreased considerably, the item amounted to $838,818 at 
the end of year A and was adequate for the current needs of this business. 
The decrease would have been greater if most of the net profits for the 
year had not been retained in the business. 

Current Ratio. During the year the current ratio dropped from 4.64 
to 2.18. Ratios for both years and the component items making up the 
current assets and the current liabilities for both years were healthy. 
The Pure Candy Corporation had available substantial lines of credit 
at banking institutions; the fact that no part of these credit facilities 
was being used on either of the two statement dates substantiated the 
sound current condition reflected in the current ratios. 

Tangible Net Worth. The tangible net worth for both year B and year A 
comprised the sum of the common stock at par value, the paid-in surplus, 
and the retained earnings less the one intangible item in the assets, 
namely, the good will carried at $1. The increase in the tangible net 
worth of $209,697 represented the difference between the net profits in 
excess of the dividends (of $270,410) less the decrease in the outstanding 
common stock. The increase for the year was attractive progress. 

Net Sales. The net sales increased $2,117,514, or 28.3 per cent. An 
increase of 28.3 per cent in net sales in 1 year is very unusual. The 
relationships between the net sales and the tangible net worth and between 
the net sales and the net working capital were very attractive for both 
years. The new management showed its colors with aggressiveness by 
producing better candy than had ever been produced by this corporation, 
and by raising its prices to cover the increased cost and produce a profit. 
This policy worked out to perfection. 

Net Profits. For year B the book net profits amounted to $5,804, repre- 
senting a nominal return of 0.08 per cent on the net sales and 0.37 per 
cent on the tangible net worth. A remarkable change took place in year A. 
Book net profits amounted to $391,664, representing 4.09 per cent on the 
net sales and 22.23 per cent, an almost impossible percentage, on the 
tangible net worth. 

This improvement in book net profit showing was most remarkable. 
These figures, however, like the reported net profits of the Controlled 
Mechanism Corporation, needed some adjustment. The adjustment 
here was not due to the fact that certain expenses had been capitalized 
but to the fact that the investment item had been carried over the years 
at cost. Between year B and year A the actual value of the invest- 
ment, as already explained, dropped from $6,058 to $4,060, or a decrease 
of $1,998. This relatively nominal amount had not been taken into the 
income statement. Between year C and year B, the book value of the 
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investment had decreased from $18,060 to $6,058, or the sum of $12,002. 
If this loss had been taken into account for year B, instead of a book 
net profit of $5,804, there would have been a net loss of $6,198. 

At this point, one mental calculation should be kept in mind. If the 
inventory had been taken on the first-in first-out basis as in previous 
years, and not on last-in first-out, the net profit before taxes would have 
been $122,624 greater, less corporate income taxes. The application of 
this hidden profit, and the hidden loss on the investment of $1,998, would 
give an actual net profit for year A, subject to additional Federal taxes, 
of $512,290. 

Dividends. No dividends had been paid in year B. As a matter of 
fact none were actually paid in year A, but a dividend of $121,254, or 
10 per cent on the outstanding common stock, was declared out of the 
year A earnings to be paid in January of the following year and the 
appropriation was set up on the books. The dividend was a liberal one, 
although it took only 30.9 per cent of the book net profits for the year. 


THEORY AND PROBLEMS 


1. Explain the difference between internal and comparative analysis of financial state- 
ments. Is one technique better than the other? 


2. Does the fact that comparative financial statements have different dates make any 
material difference in a comparative analysis of figures for successive years? What 
background information must the analyst have to analyze a series of such financial 
statements properly? 


3. The following comparative financial statements have been turned over to you for 
your analysis and comment. As you set up these figures on columnar paper, accord- 
ing to your standards, you will find that it will be necessary for you to condense 
them and then to determine the net working capital and the tangible net worth 
for both years. To the right add an increase-decrease column. Then make your 
analysis, bringing out carefully the most important points for the consideration of 
the management. Suggest any pertinent changes in policies which seem desirable 
to you in the light of your analysis. If additional information of any kind is needed 
for a more thorough analysis, make a list of these points at the end of your report. 
(Nore: Keep in mind that it is no more difficult to analyze a large business than a 
small one. The same principles apply. However, a large business is somewhat less 
wieldy than a small one.) 
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WHOLESALE Dry Goops CoRFroRATION 
Comparative Consolidated Balance Sheets for Years Ended December 31, 19— 


ASSETS 


Current Assets 
Gacshronshandiand: intbanksae-rnee eee ern: 
Accounts receivable, customers’............... 
Accounts receivable, other. . , 
Reserve for doublful accounts and cash discounts. . 
Merchandise inventories at the lower of cost or 


marke tes wacrasccy hey ero ck int ee ee 


otali@urrenteAssets mae bree 


Other Assets 
Security investments held in connection with 


Miscellaneous investments........... 


Employees’ stock sales fund 
9,622 shares common stock, at par........ 
INGLIS NOW OOMIO NG vocossocbaveucchoounes 
5,680 shares common stock, at par........ 
5% gold debenturesyat cost...4- 5.8) 
Other stocks and bonds valued on the basis 
Ofsmanket quoOts blo nce seen ane ne 


Feeservestthercagainstere set fee ee ee 
Due on sale of equipment under contract, etc... 
Loansstolemployees a= ce: ba, a ee ee ee 
WSO VO HORAN OM isc no ae hbo Age Cae Sew e 6 
PUES INE CLOSCOND ALIKE Neen rant han Cin a eee eee 
IRSA UES ARAL D ve ong 4 Bo seta Bie o 8 6 Gan a8 vb 


TotalkOther Assets vss. arn tenn erences 


Land, Buildings, Equipment, etc. 
ands at cost! tee! Lek. SOA: a eee AES 
Buildings and building equipment, at cost...... 
Furniture, fixtures, and equipment, at cost..... 


Reserve for revaluation 


Reserve for depreciation. . i SET TSe Beene 
Improvements to leased premises. Entiat 


Reserve for revaluation. . 


Deferred Charges 
Prepaid expenses and other deferred items .... 


Reserve thereagainst 
Debt discount and expense 
Reserve thereagainst 


Store improvements, etc., amortized to date.... 
RGCSCTUCKEILCE CAG O1])S Uae eran ar ee ne 


$ 2,944,909 
10,073,488 
218,546 
300 , 000 


14, 485, 269 
$27 , 422,212 


56,800 


83,366 
47,937 
22,085 
22,206 
22,281 
9,500 
60, 402 
42,022 
$ 316,145 


$ 2,561,288 
6,522,657 
3,123,969 

482, 400 
4,000, 253 
76,947 
27,901 


$7,774,307 


$ 390,489 
3,230 
1,720 


584,161 
4.98 , 660 
$474, 480 
$35 , 987, 144 


(B) 
Two Years 
Ago 


$ 2,959,101 
9,125,490 
157,950 
300 , 000 


12,198,198 
$24, 140, 739 


$ 96,220 


56,800 
9,767 


90,000 
59,296 
21,818 
30,678 
28, 843 
9,500 
99 279 
65,007 


$ = 375,063 


$ 2,559,410 
6,524,516 
3,105,978 
544,179 
3,800, 232 
92,454 
38,943 

$ 7,899,004 


$ 361,555 
5,336 
326,013 
323,661 
663, 108 
613,837 

___ $407, 942 
$32,822,748 


COMPARATIVE ANALYSIS OF BALANCE SHEETS 469 


WHOLESALE Dry Goops Corporation (Continued) 


(A) (B) 
One Year Two Years 
Ago Ago 
LIABILITIES 
Current Liabilities 
INotestpayable;tbankswaeeco. ccs oosce ene ne. $ 1,000,000 $ 2,350,000 
AccounmtsapayablesMeb ane iere o.1. sh. <...-.5« 2,872,069 ZOD Td 
Customers’ credit balances................... 94,178 73,415 
Installments of funded indebtedness due within 1 
year (subsequent maturities shown below). . . 80,000 605 , 000 
Accrued interest on funded indebtedness....... 1,666 119,187 
Due to employees for commissions............ 255 , 925 140,615 
Accrued bonuses pay, to officers and employees. 205 , 825 — 
Accrued real estate, personal property, and other 
UAXCS Wee Cree PEE iinet eh eR 527 , 682 359, 586 
Hederalitaxesioneincomer a 40a eee 663 , 865 360 , 000 
Total Current Liabilities................. $ 5,701,210 $ 6,630,580 
Funded Indebtedness 
NC eee DELILUTES amen et rn a econ $ = $ 5,100,000 
5% mortgage maturing in semiannual install- 
ments of $40,000 each, less amounts maturing 
within 1 year shown above....... RE Ae 320,000 400, 000 
$ 320,000 $ 5,500,000 
Reserves 
IRESCEVEAOL PCNSIONS aa 7 he 1s ka ace eee eee $ 468,827 $ 515,316 
Othersmeservies eo ee eee T Ss S 6,673 SPA NOT 
$ 475,500 $ 547,673 
Capital Stock and Surplus 
Capital stock 
5% cumulative convertible preferred stock 
Authorized, 350,000 shares of $30 par value 
each 
TSSued e2S3-o ORS ares ware atte ase $ 8,507,100 $ =o 
Wommonystoc Kkeemessar ist tie eo cues cd saint 
Authorized, 2,000,000 shares of $10 par 
value each 
Issued, 1,140,970 shares, 1936 (1935, 1,138,- 
eORSh ares). aecte ee Reece ieee aes 11,409,700 11,381,100 
Treasury common stock, 28,681 shares...... 286,810 286,810 
$19, 629,990 $11,094, 290 
Bard -inesUED LU Surse--<e er ois y eee ees aoe ce O24), 065 4,974,723 
Retainedwearmings sorta ie fee ah mae grers 4 ome 5,235,779 4,075,482 
$29 , 490 , 434 $20,114,495 
$35 , 987,144 $32 , 822,748 


Notes in Connection with Consolidated Balance Sheet as of December 31, Year A 


a. Physical inventories were taken by employees and valued by the management at 
the lower of cost or market, first-in first-out. In accordance with established 
policies of the management, merchandise in transit on statement date, costing 
approximately $1,350,000, is not included in the inventory and/or accounts 
payable. 

b. Particular items of land, buildings, and building equipment carried, in the aggre- 
gate, at $1,934,560 before depreciation, are security for real estate mortgage payable 
in the amount of $400,000, 
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WHOLESALE Dry Goops Corporation (Continued) 
Comparative Consolidated Income Statements 


(A) (B) 
One Year Two Years 

Ago Ago 
Gross sales, less discounts, returns, and allowances $81,302,409 $73 ,085, 490 
Miscellaneous operating income................. 64, 707 64,773 
GOAN b Mende ees Ries TE LE tae eA Ace citc $81,367,116 $73, 150, 263 

Cost of goods sold (including rent, merchandise and 

buyine wand publicity=cOsts) meer err 68,017,681 61,906, 187 


$13,349, 435 $11,244,076 


Operating expenses (including selling, general and 


administrative, and maintenance, etc.)......... $ 9,264,563 $ 8,283,603 
Customers’ accounts written off, less recoveries. . . 157 , 620 224,459 
Depreciation and amortization. ie. Ben 358 , 392 370 , 582 
Taxes (other than Federal income e taxes). Boe 664,025 ily, (P22 

$10,444, 600 $ 9,394,366 

$ 2,904,835 $ 1,849,710 
Othemincome ras kee eee ___ 148,865 109 , 828 

$3,048,700 $1, 959,538 
Other Deductions 

Interest on 5% gold debentures............... $ ©6257, 187 $ 283,488 

Interest on 5% BNE 3s Bho er eect ope 22,666 26, 666 

Other interest. oyniee 93 , 284 146, 966 

Provision for loss on Bde in nolozed bank... aerate 10,000 10,000 

Other are ts rie Rew Pee en ON ay oe ean ee 35,152 22,561 

$418,289 $489, 631 
$2,630,411 $1, 469,907 


Provision for Bonuses 
Executives’ incentive bonus.................. $ ©6163, 825 $ — 


Specialiwage bonuses. ....45....7 hier tee 166, 486 Bs 

$ ©6330, 311 i = 
$ 2,300,100 $ 1,469,907 
Provision for Federal Taxes on Income.......... $ 392,000 $ §©185,000 
INCtARTOL Gis totic n'- oregon tice tans Meee Se $ 1,908,100 $ 1,284,907 
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4. We have found that the following relationships are important in analyzing the 
balance sheets of commercial and industrial business enterprises: 


Current assets to current liabilities 
Current liabilities to tangible net worth 
Total liabilities to tangible net worth 
Funded debt to net working capital 
Fixed assets to tangible net worth 

Net sales to inventory 

Inventory to net working capital 
Average collection period 

Net sales to tangible net worth 

Net sales to net working capital 


Se Oe Ne 28 ON Nios CNS a 


_ 


Write down the letters which precede each of the following questions, and to the 
right of each letter, place the number or numbers of the relationships listed above 
which would help materially in answering that particular question. 


a. Is the inventory top-heavy? 

b. Is there any indication that the inventory contains an unusual amount of 
secondhand or shoddy merchandise? 

. Are collections of receivables satisfactory? 

Are current obligations likely to be met at maturity? 

Is the investment in fixed assets excessive? 

Is the concern overtrading? 

Are current liabilities heavy? 

Is the funded debt likely to prove a heavy burden? 

Is the concern transacting a normal volume of business for its tangible net 

worth? 

j. Is the total debt moderate or heavy? 


s Famnmes &@o 


5. You are president and principal owner of a corporation that has been operating a 
large foundry very successfully. The owners of the Southern Foundry Company, 
Inc., have been anxious to sell their business to you. They have submitted balance 
sheets for the past 3 years and certain other information to you for your preliminary 
study. You turned the figures over to your comptroller, asking him to condense 
them and post them in comparative columns for you. He has returned the compara- 
tive figures to you in the form shown on page 472. You have decided to make 
your own analysis of these figures. The item of Investments, which has represented 
a substantial sum over these years, puzzles you, so you telephone the president of 
the Southern Foundry Company, Inc. He informs you that the investments as of 
year A represent no securities listed on an exchange, that they consist of 11 items 
ranging from $1,100 to $195,000, all in going companies, that each item is carried at 
cost and not book value, and that he believes most of the items have a greater book 
value then cost. No dividends were received on any of these investments during the 
year. 

Add an increase-decrease column to the comparative figures and then make as 
thorough an internal and comparative analysis as you can. If you believe you could 
increase the profits and improve the financial condition, provided you were able to 
acquire the business at the right price, outline the policies you would follow, based 
on available information. 
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SouTHERN Founpry Company, INc. 
Comparative Figures for Years Ended December 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

CEG ig 5 eastern eth at ce meee er $ 7,269 $ 6, 263 $ 4,073 
NotestReceivablesanss..:-e.. 20,440 16,311 3,840 
Accounts Receivable............ 103 ,695 57, 160 82,251 
Nierchand sen ccrs. saat 207 , 703 217,136 270, 867 
Dividends Receivable........... 46,020 21510" A ae ee 
CUUTCNUPAISSCLS Ene ee a ea ree $ 385,127 $ 318,380 $ 361,031 
Bixed “Assets Nets. 4.5. ct -tan 506, 194 503 , 028 DIG oot 
Investinentss.caaieree eer 278 , 622 278 , 622 278, 625 
Miscellaneous Receivables....... 19, 853 52,188 94,656 
Werenredu@harves gare er 1,170 1,657 3,165 

ODOM STG ere $1,190,966 $1,153,875 $1, 254,874 

LIABILITIES 

Notes Payable to Bank......... $ 170,000 $ 157,000 $ 153,750 
Notes Payable, Other........... 25,050 17,490 12,056 
Necounts; Payable... 1... 0... - 53, 830 14,542 88,919 
ATGOVU SIS an ie eee aiid a eStats Sas os 12,846 ~ 14,907 13,019 
Carrentebiabilitives. >... .... ee $ 261,726 $ 203,939 $ 267,744 
MornteagesWoantemcc 0. cc os eeu Le mr ouat, | a rae ws 3,743 
Deternedebanks Loans. cae ce iaie. ak eee wh 32,500 66,250 
iRreferredsotock see... ese. ae 95,975 95,975 95,975 
Common stocks) 2a ne ee 200,000 200,000 200 , 000 
Retained Harnings.......7.. 22. 633 , 265 621,461 621,162 

SIRO TAD Re ee. ee ere $1,190,966 $1,153,875 $1, 254,874 
iINeteVWorkingu@apidlasss ons ee pe elooR4 Ol $ 114,441 $ 93,297 
Current alot. Beene aa, 1.47 Ta5i iL sats 
Tangible Net Worth............. $ 929,249 $ 917,436 Sy Ole esky 
INetioAlesa ss re raat. Mien. $ 589,937 $ 687,507 $ 882,440 
INGPEPT 0 86S ater eee ee 4,005 (L)11,804 (L)299 


ID WAGONS Sr. 84 fee cheer cad mes None None None 


CHAPTER XVII 


Statement of Sources and Applications of Funds 


A statement of the sources and applications of funds, also known as 
a funds statement, is a technical device designed to high-light the changes 
in the financial condition of a business enterprise between two dates. A 
statement of this nature is somewhat related to but very different from 
a statement of cash receipts and disbursements. In most of the items 
only the net changes that take place during the period are brought into 
the fund statement. If the accounts receivable, for example, were $22,000 
at the beginning of the year and $20,000 at the end of the year, $2,000 of 
funds is shown to have come from accounts receivable. As a matter of 
fact, the concern may have collected $100,000, more or less, on accounts 
receivable, and, in turn, extended credit of $98,000, more or less, but the 
net result during the period would have been that it converted $2,000 
into funds through the accounts receivable transactions. In a statement 
of cash receipts and disbursements the total received and the total dis- 
bursed are shown. In a statement of sources and applications of funds 
only the net changes are shown, so that the outcome of a transaction or of 
a series of transactions upon the financial condition of a business enter- 
prise is reflected in a more striking manner. 

Funds, in this particular type of statement, are what might be termed 
working capital funds as distinguished from actual cash funds. When any 
asset is acquired, money is invested in that asset. Cash may not be paid 
for it, but some fund of value is given in exchange when the asset is pur- 
chased. If fixtures are purchased on account, the business receives a fund 
or a fund of money, or money value, even though no cash enters into the 
transaction. An increase in liabilities provides the channel, the source, 
from which this fund is secured. In other words, the increase in accounts 
payable is the source of funds in this situation, and the increase in the 
value of fixtures is the application of the funds. 

It sometimes happens that the results of operation disclose attractive 
net profits in the income statement for an accounting period, but sufficient 
cash is not available to declare and to pay a dividend. Strange as it may 
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seem, a business concern may operate profitably, year after year, and 
still its financial condition may become more and more unbalanced and 
unsound. The statement of sources and applications of funds gives a clear 
answer to the question of what has become of the net profits in such a 
situation, and also what has become of the funds obtained from all other 
sources. 

Such a schedule is particularly enlightening to the businessman who 
has no knowledge of bookkeeping and accounting and who ponders the 
question, ‘‘Here, my income account shows I’ve made profits, but I’m 
having more and more difficulty in paying my bills and my cash is getting 
smaller and smaller. Have I actually made a profit, and if I have, what 
has become of it?’’ Moreover, a financial statement of this character 
covering a period of many years is an illuminating document, particu- 
larly in those cases where the balance sheet has become ambiguous be- 
cause of write-ups and write-downs of fixed assets, inasmuch as the effects 
of all book entries not involving receipts and outlays of funds are omitted 
from this schedule. 

A statement of sources and applications of funds also offers a means of 
analyzing in more detail the comparison of balance sheets by a recasting 
of the increase and decrease column. If the statement is set up in the 
more thorough and currently approved manner, it also brings into analy- 
sis certain operating figures not shown in the comparative balance sheets. 
Such a statement emphasizes the close relation between the income state- 
ment and the beginning and the ending balance sheets. It assists in high- 
lighting the changes that take place during a particular accounting period 
in the financial status of the business. 

Some banks request borrowers to furnish a funds statement along with 
their annual balance sheet and income statement. Accounting firms fre- 
quently include this schedule as a regular feature in their audit reports, 
and quite a few corporations include one in their reports to stockholders.! 


SOURCES OF FUNDS 


In any business enterprise, funds come from four sources: (1) the earn- 
ings of the business, that is, the net profits; (2) an increase in the lia- 
bilities; (3) a decrease in assets such as a liquidation in current assets, 
the sale of fixed, miscellaneous, or intangible assets, and earned depreci- 


1“The Statement of Source and Application of Funds” was the subject of Bulletin 
No. 8, Opinions of the Accounting Principles Board of the American Institute of Certi- 
fied Public Accountants dated Oct. 1963. This Bulletin contained the following 
statement, “The Board (Accounting Principles Board) believes that a statement of 
source and application of funds should be presented as supplementary information in 
financial reports. The inclusion of such information is not mandatory, and it is optional 
as to whether it should be covered in the report of the independent account.” 
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ation on such assets; and (4) the contribution of additional funds. Let us 
consider each of these four sources. 


Net Profits 


The sale of merchandise, for more than cost plus the everyday operating 
expenses of a business, usually provides an increase in assets or a decrease 
in habilities by the amount of the net profit. In other words, the net prof- 
its are reflected in an increase of the earned surplus (retained earnings) 
account; a corresponding expansion must take place in the assets, a cor- 
responding reduction must take place in the liabilities, or a partial change 
must take place in both the assets and the liabilities. Earnings from 
investments and from other so-called ‘‘miscellaneous” sources likewise 
find their way into the income statement, as will be outlined in Chap. 
XIX. 

The net sales shown in the income statement may be considered, in the 
initial state, to represent a source of funds. If all sales are cash sales, then 
one may visualize a picture in which the sales provide the source of the 
funds, and the increase in the cash is the application of the funds. The 
greater portion of the cash so received during the accounting period, if 
not all of it, is spent for operating expenses, so that by the end of the pe- 
riod the funds applied are in places other than in the cash account. Be- 
cause of this fact, all expenses incurred are deducted from the net sales, 
and only the net profit remaining, if any, is shown as a net source of funds 
for the accounting period as a whole. Net profit, and not net sales, 
accordingly, is treated as the source of funds. If the expenses of the busi- 
ness for the period exceed the net sales, no net funds are received for the 
simple reason that a larger sum of money was spent for expenses than 
came from the sales. If there is a net loss, the amount of the loss accord- 
ingly becomes an application of funds. 


Increase in Liabilities 


An expansion in liabilities indicates an increased use of borrowed funds, 
or, as in the case of merchandise purchased on credit and accrued ex- 
penses, a temporary withholding of cash until the liability is met. Short- 
or long-term borrowings, either bank borrowings, a funded debt, or loans 
from affiliated concerns, directors, officers, and friends increase the cash 
funds. 

Suppose, for example, that cash of $25,000 is borrowed from a banking 
institution. The increase in the notes payable is the source of the fund and 
the increase in the cash is the application. If the cash is used immediately 
to acquire a fleet of auto delivery trucks, the decrease in cash will be 
the source, and the increase in fixed assets will be the application of the 
$25,000 of funds. In the balance sheet for that period, only the net changes 
that took place will be shown, so that the increase in the notes payable 


476 COMPARATIVE ANALYSIS OF BALANCE SHEETS 


becomes the source of the funds of $25,000, and the increase in fixed assets 
now becomes the application. In other words, the cash account is by- 
passed. If the management had given the notes payable directly to the con- 
cern from which the fleet of auto trucks had been purchased, instead of 
borrowing the cash from the bank and paying cash for the equipment, the 
analysis of the movement of funds would be identical. 


Decrease in Assets 


The decrease in some assets may be reflected by the increase in other 
assets. Thus, a decrease in inventory through cash sales brings about an 
increase in the cash. A decrease in fixed assets through the sale of a piece 
of real estate for a cash down payment and a mortgage increases the cash 
and creates an item of mortgaye receivable in the assets. A decrease in 
fixed assets through earned depreciation brings about an indirect increase 
in cash. 

A flat-bed printing press, for example, is sold by a job printer in a large 
city to a country printer on open account terms. Funds, from the view- 
point of our statement, are exchanged but no cash is actually exchanged. 
Such a transaction, however, may be viewed as one in which the country 
printer paid cash for the printing press, and the city job printer, in turn, 
immediately reloaned that cash to the purchaser on open account. The 
effect upon the financial condition of the seller is the same in either case. 
In this transaction, funds are withdrawn from machinery account of the 
seller and are invested in accounts receivable. Before the end of the fiscal 
period, unless the transaction took place in the last month or two of the 
fiscal year, the buyer will have paid his account in cash so that the final 
result in a statement of the sources and applications of funds would be the 
same if the transaction had been a cash one in the first place. If the coun- 
try printer should pay his account before the end of the period, then in the 
statement of sources and applications of funds, the increase and decrease 
in accounts receivable for this particular transaction would wash out, and 
the source of funds would be the reduction in the machinery account, and 
the application of funds would be the increase in cash. 

Earned depreciation on fixed assets, earned depletion charges, earned 
amortization of intangible assets such as patents and bond discount, 
earned amortization of deferred charges, and provisions for bad debt 
losses, not payable in cash, are deductions from gross profit before arriv- 
ing at a final net profit figure. Hence, the amount of the increase in 
working capital funds brought about by the earnings of net profits is 
adjusted upward by adding to the net profits the amount of expenses 
which have not required cash outlay. These items are termed non-cash 
expenses. 
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Contribution of Funds 


The contribution of funds is not an everyday occurrence in business. 
When it does occur, it usually takes place in the form of a direct invest- 
ment of additional capital, generally in cash, but occasionally in some 
other asset or assets. In the case of a corporation, this increase is shown 
as an increase in capital stock or capital surplus, in a rare instance as a 
gift. In the case of a proprietorship or a partnership, the increase is shown 
as an increase in the net worth. 


APPLICATIONS OF FUNDS 


Funds obtained from the four sources described above may be em- 
ployed for or applied to four different uses: (1) a net loss of the business for 
the accounting period; (2) a decrease in liabilities; (3) an increase in assets, 
current, fixed, or miscellaneous, and intangible assets where they are 
obtained by acquisition in contrast to a write-up; and (4) a decrease in 
capital funds. 


Net Losses 


If the net profit for a particular accounting period is a source of funds, 
a net loss as shown by an income statement is an application of funds. 
Where a loss has been assumed, funds have gone out of the business. A net 
loss must be offset by either a decrease in assets or an increase in liabil- 
ities, either or both of which would be the source of funds to provide for 
this particular application. 


Decrease in Liabilities 


A decrease in liabilities, either in one or more items in the current liabil- 
ities or in a funded debt, indicates that funds are being taken out of a busi- 
ness. If a note of $50,000 payable to a banking institution is paid off, the 
result is a shrinkage in cash as the payment is made in cash. The cash 
might or might not show this decrease between two statement dates. If 
cash does not reflect the decrease, the funds probably were obtained by 
collecting receivables or decreasing the inventory, either or both of which 
would provide the cash. In the second place, the cash might be provided, 
not out of an asset or assets, but by allowing the accounts payable to be 
built up by this amount, and the cash funds normally used to pay the 
accounts payable then being used to pay off the bank. In the third place, 
the net profits might be sufficiently large to provide the cash, or a com- 
bination of these various sources might be used. 
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Increase in Assets 


When a plant (except in the case of a write-up), inventory stocks, receiv- 
ables, investments, or other assets are increased, funds are being used or 
applied. These funds must come from any one or any combination of the 
various sources of funds. If a plant is purchased for $100,000 cash, the 
cash is the source and the increase in fixed assets is the application. How- 
ever, of the $100,000 cash, $90,000 might have been provided by a mort- 
gage taken by an insurance company, so that as far as the balance 
sheet of the buyer is concerned, the source of the funds would be $10,000 
from its own cash, and the other $90,000 from the mortgage obligation in 
the liabilities. 


Decrease in Capital Funds 


A decrease in capital funds generally comes about in the form of with- 
drawals in the case of proprietorships and partnerships, and dividend dis- 
bursements in the use of corporations. A decrease, however, may also come 
about by the retirement of stock. 


CHANGE IN NET WORKING CAPITAL 


While financial statements of this character are not standardized as to 
form and content, attempts to display the ebb and flow of funds through 
working capital rarely seem to improve their analytical value. The de- 
crease in current assets and the increase in current liabilities as sources 
of funds and the reduction in current liabilities and the increase of cur- 
rent assets as application of funds are best handled net, by means of com- 
puting simply the change in net working capital. An increase in net work- 
ing capital in this manner represents a net application of funds, and a 
decrease represents a net source of funds. These changes in net working 
capital are available from the comparative balance sheets. The net 
changes in the various items in the current assets and in the current lia- 
bilities during the period often are assembled in a separate supplementary 
schedule, and the increase or decrease in net working capital is taken into 
the statement as a single source or application of funds. 


ILLUSTRATIONS OF FUNDS STATEMENTS 


The form and content of a statement of sources and of applications of 
funds have been suggested by the explanations in the preceding pages of 
the sources of funds and the uses to which such funds are put in carrying 
on a business enterprise. The body of the statement generally is divided 
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into two parts,? one part showing the sources and the other the applica- 
tions of the funds. The two sections of the statement are always in bal- 
ance, that is, their totals must always be the same amount. 


Information from Comparative Balance Sheets 


A statement of sources and applications of funds may be prepared from 
two comparative balance sheets with an accompanying increase-decrease 
column. From the standpoint of the balance sheet, funds may come from 
three sources, an increase in liabilities, a decrease in assets, and an in- 
crease in net worth. In this arrangement, the increase in net worth is used 
to represent two sources of funds, namely, net profits and contributions of 
funds. Likewise, applications represent three uses of funds, decrease in 
liabilities, increase in assets, and decrease in net worth. Here again, the 
decrease in net worth represents two uses in the more complete statement, 
namely, net losses and decreases in capital funds. 

When the only available information from which to create a financial 
statement of this nature is the comparative balance sheets, the increase 
or decrease in the valuation reserves, such as depreciation, amortization 
of intangible items, and bad debts, if included in the balance sheets, must 
be used as the amounts of non-cash expenses. Similarly, the funds applied 
to the purchase of fixed assets or to the increase of outstanding accounts 
receivable are the net amounts shown in the increase-decrease column 
after applying the changes in the valuation reserves. If there has been 
any sale or retirement of fixed assets, or any write-off of bad or doubtful 
accounts, the difference between the reserves for the 2 years as shown in 
the increase-decrease column of the comparative balance sheet is not the 
true amount of those items. Any error, however, is exactly offset by a 
contra or compensating error occasioned by the use of the difference be- 
tween the corresponding reserves to indicate the amounts of non-cash 
expenses. If a bad account, for example, has been written off by cross 
entry between accounts receivable and reserve for doubtful accounts, the 
accounts receivable are affected in the same amounts as the reserve for 
doubtful accounts. The use of the net changes in these two accounts be- 
tween any 2 years is a true reflection of the net source or application of 
funds relating to these two items. 


2M. B. Daniels, in Financial Statements, pp. 71-73 (American Accounting Associa- 
tion, Chicago, 1939), gives a different side to this picture. ‘‘Funds Statements,” he 
writes, ‘“‘are often presented in two equated sections, ‘sources’ and ‘applications,’ 
respectively, but a running form, following the style of the income statement, in which 
certain related sources and applications are considered together, is preferable. . . . 
If the final figure of the statement . . . is a negative amount, it may be referred to as 
an excess of applications, supplied by a reduction of working capital. A comparative 
statement of current assets and current liabilities should be appended in support of 
the closing figure of the statement.” 
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Retail Furniture Store. The figures in Schedule 56 give the comparative 
balance sheets for year B and year A of the Retail Furniture Company, 
Inc., with an increase-decrease column to the right. These balance sheets 
are dated November 30 of each year. 

As explained in the footnote to this schedule, these balance sheets are 
set up in a slightly different manner than other balance sheets used in this 
volume. The accounts receivable are posted gross at $134,138 and $148,- 
093 for year B and year A, respectively. Normally, the reserves for bad 
debts carried at $2,872 and $3,069 in the liability sections of the two bal- 
ance sheets would be deducted from the gross amount of the respective 
accounts receivable, and the accounts receivable then would be carried 
net. To the extent of these reserves for the 2 years, the total current assets 
and the net working capital are inflated. Similarly, the fixed assets are 
carried gross at $773,249 and $783,599 in year B and year A, respectively. 
To obtain the net value of these assets, the reserves for depreciation 
carried at $140,621 and $158,572, respectively, must be deducted. These 
two balance sheets are posted in this manner because the respective re- 
serves for each year are helpful in the compilation of a somewhat more 
complete statement of sources and applications of funds. 

No detailed income statement is available, in this example, to supple- 
ment either or both of these balance sheets. From the figures, a statement 
of sources and applications of funds for year A has been compiled in three 
successive steps. These steps are illustrated in Schedules 57 to 59. Similar 
statements could be prepared covering intervals of 2, 3, 4, or more years, 
just as this one covers a period of 1 year, provided the beginning and end- 
ing balance sheets are available. 

Schedule 57 is a detailed preliminary statement of sources and applica- 
tions of funds covering the year ending November 30, year A. In this 
first step, every item in the increase-decrease column of Schedule 56, the 
comparative balance sheets of the Retail Furniture Company, Inc., is set 
up under its applicable heading, Increases in Liabilities, Decreases in 
Assets, and Increases in Net Worth as sources of funds; and Decreases in 
Liabilities, Increases in Assets, and Decrease in Net Worth as applications 
of funds as already explained. 

Under the three broad headings of sources of funds there are 11 individ- 
ual items in Schedule 57. Seven items appear under Increases in Liabil- 
ates, two under Decreases in Assets, and two under Increases in Net Worth. 
The seven items under increases in liabilities range from bank loans of 
$156,508 and accounts payable of $46,314 down to due to stockholders of 
$1,079 and reserves for bad debts of $197, or a total of $251,074. The two 
items representing decreases in assets are notes receivable of $2,579 and 
miscellaneous receivables of $441, or a total of $3,020. The two items rep- 
resenting increases in net worth are common stock $25,000 and retained 
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earnings of $57,412, or a total of $82,412. Total sources of funds in this 
preliminary table aggregate $336,506. 


Retain FuRNITURE Company, Inc. [Schedule 56] 


Comparative Figures for Years Ended November 30, 19— 
a a ee 


(B) (A) Increase 
Two Years One Year or 
Ago Ago Decrease 
ASSETS 

(OHTA a $ 2,764 $ 4,244 +$ 1,480 
Notes Receivable............... 12,603 10,024 — 2,579 
Accounts Receivable............ 134,138 148,093 lon 9o5 
Pr chtory ees Rhee): 263,610 512,215 + 248,605 
OU CNLCASSCLSig fee, hast oat oo $ 413,115 $ 674,576 +$261,461 
IKECIASSE Siete ac arn cct ie aon: 773,249 783 , 599 ap 1 3350) 
MAVESLIMENtSer eee ee re Sih crak 6,266 + 6,266 
BLED AVIMCDGS 2s foo eG Slone ois on» 2,759 7,766 no O07 
Miscellaneous Receivables....... 3,746 3,305 _ 441 

INGA Ey ach eicenr en alies be Selene h Aaa $1,192,869 $1,475,512 +$282 , 643 

LIABILITIES 

(DWE ‘Toe Sip Ol echt Bes Se ne oor os Re ee $ 156,508 +$156 , 508 
Due to Stockholders............ Se Zoi 14,310 + 1,079 
AWecounts Payable. .<........... 105 , 307 151,621 + 46,314 
ANGGRUGIE Ss 33°5 cbs staan ne ee 20,472 18,926 — 1,546 
Customers’ Deposits........... 10,107 8,089 — 2,018 
Current Maturity of Mortgage. . 28 , 086 35,461 se ee 
INC CLUCOMLAKCS SEEN Merwe anes Sayan abate. 21,650 + 21,650 
Corrnentalwabilitvessme ae) ae $ 177,203 $ 406,565 +$229 , 362 
insta Vlor tea cen in ere or) a 371,915 324,636 — 47,279 
Ovamlicaovletteswe nt, eas © $ 549,118 $ 731,201 +$182,083 
Reserves for Depreciation....... 140, 621 158,572 + 17,951 
Reserve for Bad Debts.......... 2,872 3,069 + 197 
CommonyStockyn.. ss ho 500 , 000 525 , 000 + 25,000 
NetaAImedaMannine sy we ee 258 57,670 + 57,412 

Moreen te Ce $1, 192, 869 $1,475,512 +$282, 643 
Net Working Capital*........... $ 235,912 $ 268,011 +$ 32,099 
Tangible Net Worth............. $ 500,258 $ 582,670 +$ 82,412 
INGTRS ALCS eer Stn nerds 750,393 $1, 242 , 426 +$492,033 


* This caption is not in strict conformity with the terminology used in the rest of 
this volume, as the reserve for bad debts, amounting to $2,872 in year B and $3,069 
in year A, carried in the liability section of these balance sheets would normally be 
deducted from the respective items of accounts receivable to provide a net figure of 
accounts receivable. The total current assets and the net working capital are inflated 
each year to the extent of the respective reserve for bad debts. These two balance 
sheets have been set up in this particular manner to provide information from which 
to prepare the accompanying statement of sources and applications of funds. 
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(Schedule 57] Rerait Furniture Company, Inc. 
Step I—Detailed Preliminary Statement of Sources and Applications of Funds for 
Year Ended November 30, 19—(year A) 


SouRCES 
Increases in Liabilities 
Ban keelo ans memernipe renee meee er ore ne ee eee eee rar $156 , 508 
Ducstonotockholdersze bt... cts. peters ee ee ee 1,079 
ACCOUNTS URAY a0] Cae eas coe cece? emer TU reece se bre 46,314 
Current: Matuntityaot iVlortgace arse. eee ree 7,375 
A CCLUG dy PaAxeSigesciergrt eee Tee ee ee one 21,650 
Reservestor Wepreclatloles aca oF Cee ee eee eee 17,951 
Reserves tor bad tDebts:2. ee ee et ea eee ee 197 
$251,074 
Decreases in Assets 
INO GES: RECElVa blots smo oni cud nocache ENG ae er $ 2,579 
Miscellaneous Receivables... 1. ser. eee Man ey eee 441 
3,020 
Increases in Net Worth 
Common-Stock .Piesh. fon oo oa ee ee ee eee $ 25,000 
Retained Warnings 402253, mike So eee ee EE er Oe 57,412 
82,412 
APOCAITOOULCES SOL EE UN Sie wey te hethss cos ae eee $336,506 
APPLICATIONS 
Decreases in Liabilities 
INCCLUA See se oe ee eR SE Re oe ee ied eer Re or ee a 
Wustomers Ss DEPOslis ack: ok io Se OR oe meee eee 2,018 
BIrstSVIOTtEPA ge wwe ce hs hee ied Re ee Sea a 47,279 
$ 50,843 
Increases in Assets 
Cas Deets Resco. 8 mere: DIME Soi, ee es ha Pe aoe $ 1,480 
INCCOURTSREVECELV ADC ae tt © re tenn a ee area an eee 13,955 
UN VENCOLVs Oe en Le eee: ert ee 248 , 605 
MIXEC SASSO tS me ty etita yew cea mae ee ee eee he a pe 10,350 
PA VESUIM ENS p08 co FIP AR OTN ag A seh eo ce ov cae 6, 266 
EREDAVIN CD USM eee che en ne ee ee ee a ee 5,007 
285 , 663 
Weereace in INet Worth: Siena. os Awe tee et ce ee aie ene eee None 
otalekunds Aqiplicda hry. Gane ere ae ae ae ere $336 , 506 


Under the three broad headings of applications of funds there are nine 
individual items. Three appear under Decreases in Liabilities and six under 
Increases in Assets. There are no items in this case under the heading of 
Decrease in Net Worth. The three items under decreases in liabilities are 
accruals of $1,546, customers’ deposits of $2,018, and first mortgage of 
$47,279, for a total of $50,843. The six items under increases in assets 
range from inventory of $248,605 down to prepayments of $5,007 and cash 
of $1,480 for a total of $285,663. Total applications aggregate $336,506 
and balance total sources of funds, 
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Schedule 58, the second step, is an intermediate statement. Here the 
various items in Schedule 57 are rearranged in accordance with the more 
typical grouping of items in a balance sheet. Under sources of funds there 
are five broad divisions, Current Assets, Current Liabilities, Non-cash Ex- 


RetTaIL FurRNituRE Company, Inc. [Schedule 58] 
Step I]—Intermediate Statement of Sources and Applications of Funds for Year 
Ended November 30, 19—(year A) 


SourRcEs 
Current Assets 
Decreases me NotesiReceivablesenas ae sak css. eee ene $ 2,579 
Current Liabilities 
increases boansei rome banksm ayy een oer a ete eee $156 , 508 
Increased Amounts due Stockholders...................... 1,079 
increaschneAccountssmayablenmer eed ine sea oe ee eee 46,314 
Increase in Current Maturity of Mortgage................. 1,379 
IMNereasesineAcenieds Laxcsau-r. ame peer rs or rer, ee 21,650 
232,926 
Non-cash Expenses 
iResenvesorsWepreciationn se tes ani nese heen aetna $ 17,951 
ReservecOnsbaGdel) clots. teas Gdaccal oe Guhune omences tage oe 197 
18,148 
Decrease in Miscellaneous Receivables...................0... 44] 
Net Worth 
Salesoip@ onion Stocker cei ase fac cue Joe te eee $ 25,000 
Iincreascrmuketaimeduiarningcnmn er a) aul SL iee me eens 57,412 
82,412 
PROT AIS OUNCES eOr Eid Sen ee 08 eee ects sysmad neces woe ue eee $336 , 506 
APPLICATIONS 
Current Assets 
Isreneasealmh Gas linene cutee Wreaths iced wc aha, cos Artech eames $ 1,480 
iieerease mea ccountsplecetvables on cma. as2er. a Heme eee 13,955 
IbAGRSASO Tin TONITE is hg oan Gone Wenn Godin Ee old 6 Sos Stee 6 248, 605 
$264,040 
Increase in Other Assets 
TGC Ch A SSC LS Peer rs tea et cm or DA a Pe eR Mn eet $ 10,350 
Nees uINCMUS Mee pene srs as Sens cee a oes TARE ere crt ho 6, 266 
IBrepaymen teem or miee ieee eats Saw oe. eee en nnomrss chet __ 5,007 
21,623 
Current Liabilities 
IDECTeASCEINA CCU A Sry tit watwes a tat nol nes aera $ 1,546 
Decrease in Customers’ Deposits.......................... 2,018 
3, 564 
Deferred Liability 
Decreasesiny KirstpMortga geen. ccra-auela ees sericea ee aan _ 47,279 
RotalemundseAppliedesmm sears vc ec ceae h eeee ack $336 , 506 


penses, Decrease in Miscellaneous Receivables, and Net Worth. Under appli- 
cations there are four broad divisions, Current Assets, Increase in Other 
Assets, Current Liabilities, and Deferred Liability. 

Only one current asset item decreased, namely, notes receivable to the 
extent of $2,579. Five current liability items, however, increased as 
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sources of funds. These items ranged from increased loans from banks of 
$156,508 down to increased amounts due stockholders of $1,079 for a total 
of $232,926. Two non-cash items increased, reserves for depreciation of 
$17,951 and reserve for bad debts of $197, totaling $18,148. Miscellaneous 
receivables decreased $441. Two items under net worth increased, sale of 
common stock $25,000 and increase in retained earnings $57,412, for a 
total of $82,412. Total sources of funds aggregate $336,506, the same figure 
as in Schedule 57. 

As applications of funds, three current asset items increased a total of 
$246,040, the largest representing the expansion in inventory of $248,605 
[Schedule 59] Retait FuRNITURE Company, INc. 


Step I1]—Final Statement of Sources and Applications of Funds for Year Ended 
November 30, 19—(year A) 


SOURCES 
Increase InsRetainedsWarningshan i) ae en ieee eee nee $ 57,412 
Sell eno ta © OLINNO MBS LOC Keres ever ieee a 25,000 
Non-cash Expenses 
Resenyesaors Depreciationn-c. ae ue ee eee ee $ 17,951 
Reserves: (Or: DaGeDebtsts ck bie ahh cee rere tice acne 197 
18,148 
Decrease in Miscellaneous Receivables....................... 441 
TotalsSources .ofsbundsi. 8 eee ee yn ee ee ey eee ee eee $101,001 
APPLICATIONS 
Rayinentionetirst sViotteacem ania eener rr e $ 47,279 
Increase in Net Working Capital 
Incressevin Currenty Assets: eee ee ee SOO Ol 
Imcreaseuns Currentrbiabiliticsnessesee en nr trier ore 229 , 362 
32,099 
Increaseumt Mixed Assets again oc ewuieins ork Lee: 10,350 
Increase in Other Assets 
Investments oes 2 ee op ey REE Ce ee ee $ 6,266 
Prepay Ments* 4 ialcy.nttN. ores Se eeeI eee Cee eee ee 5,007 
1273 
MotalkbundseAppliedis.c: Uses eee ates Roar ass eae cE $101,001 


and the smallest the increase in cash of $1,480. Three other asset items, 
fixed assets of $10,350, investments of $6,266, and prepayments of $5,007, 
increased for a total of $21,623. Two current liability items, the decrease in 
accruals of $1,546 and the decrease in customers’ deposits of $2,018, 
amounted to the moderate sum of $3,564. A decrease in the first mortgage 
of $47,279 represented the balance of the application. Total applications 
of funds aggregate $336,506. 

Schedule 59 is the third step and represents the final statement of the 
sources and applications of funds, arranged in the more generally accepted 
manner. In this schedule, the items are regrouped somewhat, but the most 
striking difference is the elimination of all increases and decreases in cur- 
rent asset items and current liability items and the substitution of a single 


STATEMENT OF SOURCES AND APPLICATIONS OF FUNDS 485 


item of increase in net working capital of $32,099. This figure is the differ- 
ence in the increase in the current assets and the increase in the current 
liabilities for the year and, in this case, represents a net application of 
funds. 

This final statement shows a total of $101,001 of funds utilized during 
year A. Of these funds $57,412 came from the increase in the retained 
earnings for the year, $25,000 from the sale of common stock for cash, 
$17,951 from the increase in the reserve for depreciation, and $197 from 
the increase in the reserve for bad debts, or a total of $18,148 as non-cash 
expenses, and $441 from a decrease in miscellaneous receivables. 

Of these total funds, $47,279 was used to reduce the first mortgage debt, 
$32,099 was applied as a net increase in net working capital, $10,350 was 
used to increase the fixed assets, $6,266 in additional investments, and 
$5,007 in larger prepayments. The total funds applied aggregated $101,001 
and balanced the total sources of funds. 

A financial statement of this nature may be used as a supplementary 
schedule in studying the changes in the condition of any business enter- 
prise, large or small, whether the’ concern is in sound current shape and 
operating profitably, or in an extended financial condition, near bank- 
ruptcy, and operating unprofitably. As pointed out previously, it is par- 
ticularly helpful in those situations where operations have been profitable 
but the profits have been reinvested continuously in assets to such an ex- 
tent that the concern, most of the time, seems to be short of cash. The 
applications side of the statement shows where the funds, in the broad 
sense of the term, have gone. 


Information from Balance Sheets and Income Statements 


To formulate a complete statement of the sources and applications of 
funds not only comparative balance sheets but also one or more income 
statements are essential. If the two balance sheets represent the condition 
of a concern on consecutive fiscal dates, then the income statement for the 
last fiscal year, ending on the same date as the last balance sheet, is neces- 
sary. If the comparative balance sheets cover a period of several years, it 
is necessary to have all the intervening fiscal income statements to obtain 
the exact amount of net profits and non-cash expenses for the full period. 

Where the statement of sources and applications of funds covers only 
one fiscal period, the income statement furnishes net profits, dividends, 
and the non-cash expenses such as reserve for depreciation for the year, 
all of which are needed to compile a really complete statement of funds. 
The reserve for depreciation added during the year is sometimes shown in 
a balance sheet, depending upon the degree of condensation with which 
the balance sheet is prepared. The net profits and dividends occasionally 
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[Schedule 60] 


Coup SToRAGE WAREHOUSE CORPORATION 


Comparative Figures for Years Ended December 31, 19— 


(B) (A) Increase 
Two Years One Year or 
Ago Ago Decrease 
ASSETS 

Cash ern sen errr $ 95,417 $ 142,588 +$ 47,171 
Accounts Receivable.......... 617,301 531,905 — 85,396 

Customers’ Loans Secured by 
Warehouse Receipts........ 1,770,539 820,478 _ 950,061 
CUrrentZAlssclsaer nee ee $2 , 483 , 257 $1,494,971 —$ 988,286 
Plant and Property, Net....... 6,148,674 6,041 , 246 - 102,428 
Invest chic meer rt eye meee 26, 500 6,500 — 20,000 
Prepaid) Hixpenses.. 24.000. 50,711 64, 562 + 13,851 
Miscellaneous Assets.......... 783 1,195 = 412 
SLO DA Lee ners one ee $8 , 704,925 $7,608 , 474 —$1,096,451 

LIABILITIES 

Customers’ Loans Discounted. $1,542,612 $ 146,737 —$1,395,875 
Due on MermiWoank: «-aas.5 a 75,000 75; 000: Teer) ate ee care 
Accounts Payable............ 39,794 53 , 856 = 14,062 
INCORUSIS ART Caen tetp et te steer: 140,321 328 , 287 + 187,966 
Current Inabilities............ $1,797,727 $ 603,880 —$1,193,847 
SerialaLerms loan tease ie ie 300,000 225,000 - 75,000 
S0=Vearo 7% Income Debws..... . 14s eee 2,690,000 + 2,690,000 
MOLL GULLCS ee ee $2,097 , 727 $3,518,880 +$1,421,153 
6% Cumulative Pref. Stock... 2,659,800  .......... — 2,659,800 
Commons tock a ee 2,000 , 000 2;000;000° © 3... seenieee 
Retained Earnings........... 1,363,678 1,508,315 + 144,637 
CapitaliSur plist sewed tate. 583 , 720 581,279 = 2,441 
ODA renee Tent $8 , 704,925 $7 , 608 , 474 —$1,096,451 
Net Working Capital.......... $ 685,530 $ 891,091 +$ 205,561 
OE AOTTRUHIOY, Suoume a eon none 1.38 2.49 + ila 
Tangible Net Worth........... $6,607,198 $4,089 , 594 —$2,517,604 
Grosssincome ae ee peeee Pene $1,981,966 $2 ,695, 880 +$ 713,914 
INGtART oti tie yie es ae es cht 242 , 280 397 , 318 + 155,038 
DIVIGENAS acct ect e aie 186,186 252,681 SF 66,495 


may also be found in a balance sheet, as some contain a condensed recon- 
ciliation of surplus. 

Cold Storage Warehouse. Schedule 60 contains the comparative balance 
sheet figures as of the last two fiscal dates and the changes in each item 
between the 2 years in the increase-decrease column for the Cold Storage 
Warehouse Corporation. As there are no sales in the cold storage ware- 
house business, the figure of gross income is included below the balance 


STATEMENT OF SOURCES AND APPLICATIONS OF FUNDS 487 


sheet in place of net sales. Net profits and dividends for each of the 2 years 
are also included. 

Several unusual changes took place between year B and year A in the 
financial condition of this corporation. In the first place the $2,659,800 of 
6 per cent cumulative preferred stock outstanding at the end of year B 
was retired in year A, bringing about a very material reduction in the tan- 
gible net worth. In the second place, an issue of 30-year 5 per cent income 


Coup SToRAGE WAREHOUSE CORPORATION [Schedule 61] 
Income Statement for Year Ended December 31, 19—(Year A) 
Crossulncomenaer ee er: Secret heaeSemmstasr ast eens lek bee Nee $2,695, 886 


Operating Expenses 
Plant and Warehouse, including Real Estate and Sundry 


PLEX GS te Sena Pe es. Sahel cray Webi snanelius;-ore Hostel gn se La $1,389,731 

GeneraleAaministrativens. joe oe fun ous sere ona o ee 403 , 480 

ante Depreciationeertpe ons vere Svs wee Hides 4 oe 147,129 
Locals Operating tixpensesie. ce cc). c scenes dei aoere 1,940,340 
$ 755,540 

Deductions from Income 

HnGereshionahermyloaneere se: ta et ee ee ns ne ee $ 8,543 

Interest on Income Debentures..... SE Ere Boke a 21,982 

ProvisionsOr bade ebtsaa ater Een eee ean 37,621 
otaleDeductions trom: Income... sese.s.) eos es ee eens 68,146 
Netsinecome: betore Hederal Laxes.. 004.55 4.56547 6550004 $ 687,394 
Less: Provision for Federal Income and Excess Profits Taxes 290,076 
ING bplerOlttme evr este ones eka GS ee See ad ike ee $ 397,318 
Less MD IVAG eNOS teria ea ee eR ek ee cn erent nee $ 252,681 
INeteerottsrattereDividends yas cc. os ye acces tone SF elAaeoous 


debentures amounting to $2,690,000 was sold to provide the necessary 
funds to retire the preferred stock. As a result of the issuance of these 
debentures, the funded debt, which amounted to only $300,000 at the end 
of year B, now amounted to $2,915,000 at the end of year A. In the third 
place, Customers’ Loans Secured by Warehouse Receipts in the assets de- 
creased from $1,770,539 to $820,478, and because of this reduction, Cus- 
tomers’ Loans Discounted in the liabilities was reduced from $1,542,612 to 
$146,737. The current assets accordingly were reduced $988,286, and the 
current liabilities were reduced $1,193,847, bringing about an increase in 
the net working capital of $205,561. The income statement for the fiscal 
period of year A appears in Schedule 61. 

This income statement begins with a gross income for the year of 
$2,695,880. From this figure is deducted operating expenses aggregating 
$1,940,340, including depreciation of $147,129, which leaves a balance of 
$755,540. From this balance there are deducted two items of interest 
amounting to $30,525 and provisions for bad debts of $37,621, leaving a 
net income before Federal taxes of $687,394. After deducting provisions 
for Federal taxes of $290,076, the final net profit amounts to $397,318. Out 
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of this sum dividends of $252,681 were paid, leaving $144,637 to increase 
the retained earnings account. 

The preparation of the final statement of sources and applications of 
funds for year A of the Cold Storage Warehouse Corporation is taken in 
three steps, just as the preparation of the statement of the Retail Furni- 
ture Company, Inc., was taken. The first step is shown in Schedule 62. 
[Schedule 62] Cotp StoraGE WAREHOUSE CORPORATION 


Step I—Detailed Preliminary Statement of Sources and Applications of Funds for 
Year Ended December 31, 19—(year A) 


SouRCcES 
Increases in Liabilities 
ACCOUNTS RE AV. ADIG ane ore oe ne ee $ ©6114, 062 
Acerudls ies ee 6h RE en ee. ee eee 187 , 966 
30-Vearroloelncomen) ebenturesi seer enren nae 2,690,000 
$2,892,028 
Decrease in Assets 
ENCOOW IO AON pees ose cadadoncasneesbap adeno. $ 85,396 
Customers’ Loans Secured by Warehouse Receipts...... 950,061 
Plant and Property, Net after Depreciation............ 102 ,428 
IM VEStM CHtSte se. ir ete cle tee see ey ees 20,000 
1,157,885 
Increase in Net Worth 
Revainedstarnin ese ein l eee . je See es 144,637 
otalgsources: Of bunds nun te en ee ee ces $4,194,550 
APPLICATIONS 
Decrease in Liabilities 
@ustomers’sloans, Discountedea.e tei tee LOO OMe iO 
Sevialelermy Woaneey s.r as eae oe eee ee Spares 75,000 
$1,470,875 
Increases in Assets 
Cash te aired e tea out e. Sey" 8 beeen Bh oy eee $ 47,171 
Prepaldsbixpensese Wa. vee ae eh eee ee weet eee 13,851 
Miscellaneoust Assets... 0c Se Pee tees ee erent: 412 
61,434 


Decreases in Net Worth 
6% Cumulative Preferred Stock....................... $2,659,800 
Capital Surpliste nee, ei «eee ie eee 2,441 


2,662,241 
4 Boy ail Bibra Ko Ey HAN op UNE lo i ee ae dads poe So aves Webs $4,194,550 


In this schedule, the preliminary statement of funds was prepared di- 
rectly from the comparative balance sheets with the increase-decrease 
column shown in Schedule 60. Each item in the balance sheet with an in- 
crease or decrease for the period was classified under its proper heading as 
a source or an application of funds. 

The largest source of funds was the new issue of 30-year 5 per cent de- 
bentures amounting to $2,690,000. The second largest source was the de- 
crease in Customers’ Loans Secured by Warehouse Receipts of $950,061. 
Six other items, ranging down to $14,062 from an increase in accounts 
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payable, brought the total sources of funds to $4,194,550. The largest 
application was $2,659,800 used to redeem the outstanding 6 per cent 
cumulative preferred stock. The second largest application was $1,395,- 
875 used to pay down Customers’ Loans Discounted. Five other items, 
Cotp StoraAGE WAREHOUSE CORPORATION [Schedule 63] 


Step I1—Intermediate Statement of Sources and Applications of Funds for Year 
Ended December 31, 19—(year A) 


SOURCES 
Current Assets 
Accounts Receivable..... SER PCN ASAD Peon EER at AS $ 85,396 
Decrease in Customers’ Loans Secured by Warehouse 
VCCELD US err hee er ne ee ob re cel Open SAN Os oo de 950,061 
$1,035,457 
lmvestimenteysoldmaiac. chose te eetee Pilon ean es PEE ee 20 , 000 
Current Liabilities 
AC COUNGS EA VA Dear mes Seeia ter sess tia: evhingaee: maT eee $ 14,062 
PNCCHUALS mew ers ne eee ee esas es: Cie eek mae ek RA 187 , 966 
202,028 
Deferred Liability 
New Issue of 30-year 5% Income Debentures........... 2,690,000 
RVeserven Ol epreciatiOlre. snes ae ie aoe oes 147,129 
Net Worth 
INi@t TRAROV TIS itche De atic bo ie 7, | 397 ,318 
PROCAleOOUTCeScOLeMUNGUS ane se sy hes Na ys, Sa eee $4,491 , 932 
APPLICATIONS 
Current Assets 
(CORI, big das 5 OM Breen eg RE © oer eer eae ray one ea $ 47,171 
Increase in Other Assets 
ropentysancetelan trues ee yee eh we oral iersyes rarer oe oe $ 44,701 
PaCS) one lial Whe oven oNSIetshes dn Sacer no nsckar gine ae cmon tie corr osha aie 13,851 
MiscellancousvAssetseac anes at ee et ee 412 
58,964 
Current Liabilities 
Decrease in Customers’ Loans Discounted.............. 1,395,875 
Deferred Liability 
Payne Ga sonal Gaai WOsi oo coe oness coasns diane 75,000 
Net Worth 
6% Cumulative Preferred Stock Retired............... $2,659 , 800 
DMecreasenny CapitalasuLplliisitia rt eee oer fou: 2,441 
TOS ayAG korave keped BAe (Gls cena ce eee ee Ry aie eet Sta re ae 252,681 
2,914,922 
shotalmunaseN pple; tar an eiem Gee cme ren $4,491,932 


ranging down to $412, representing an increase in miscellaneous receiv- 
ables, brought the total funds applied to $4,194,550. 

The second or intermediate statement appears in Schedule 63. In this 
table the items in Schedule 62 are rearranged in the order that they ap- 
pear in a typical balance sheet. At the same time the net profit figure of 
$397,318 and the reserve for depreciation of $147,129, both taken from the 
income statement, are inserted in the source of funds, and the dividends 
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paid of $252,681 and the increase in the gross value of the property and 
plant of $44,701 were inserted in the applications. At the same time, the 
item representing the increase in retained earnings of $144,637 is elim- 
inated as a source, as this sum is now represented by the difference in the 
net profits for the year of $397,318 as a source of funds and dividends paid 
of $252,681 as an application of funds. With these changes, the sources, 
and also the applications of funds, now aggregated $4,491,932. 


[Schedule 64] Cotp StoraGE WAREHOUSE CORPORATION 
Step I1I—Final Statement of Sources and Applications of Funds for Year Ended 
December 31, 19—(year A) 


SourRcEs 
Nebo ero fits: arses me eee ee en ha ee ae $ 397,318 
BUsVeatLo Vo lNcomeDebenturesuney see sett rr ie 2,690,000 
Non-cash Expenses 
Reserve torsDepreciatlonen...0 4415 seer 147,129 
SalevotelnvestimentGier. 1.9. so eerie Cee en homer 20,000 
Motalusources: of MuNdS suc eee ee ee tee Rees eres $3 , 245, 447 
APPLICATIONS 
ipayimen trots Dividendsin snare eee ere ie rie eae $ 252,681 
Retirement of 6% Cumulative Preferred Stock............ 2,659, 800 
Decreaseuny CapivaliSurplustacc awe nts ieee cae ere 2,441 
iPayinentionyoerials hernia Oana aerate ek eae eee 75,000 
Increase in Net Working Capital 
Decrease in Current Viabilities;;.ssc00e ee cer ee Loo oa 
iDecreasean: CurrenteAssets: eerie merrier te ee ee ee 988 , 286 
205, 561 
iInerease in| Plantand bropert years, saree ee ee 44,701 
Increase in Other Assets 
IPrepaldel xpensee estan aks ete oc wa ea en ee $ ©6118, 851 
IMiScellanecous ASSES 05 a sarncyeec cir ees Seen 412 
14,263 
Bvovalebunds Apple dg sar ctteras Fete eet an eee re en $3 , 254, 447 


In the third and final statement, which appears in Schedule 64, some- 
what more radical changes have been made. At this time, the increases 
and decreases in each current asset item and in each current liability item 
are weeded out. In their place appears, in this particular case, the one 
item in the application side of the statement of the increase in net work- 
ing capital of $205,561 with two supporting items, decrease in current 
liabilities of $1,193,847 less decrease in current, assets of $988,286. The 
various items again have been rearranged. 

Here we have the final condensed statement with four sources of funds, 
net profits of $397,318, 30-year 5 per cent income debentures of $2,690,- 
000, non-cash expenses represented by the reserve for depreciation of 
$147,129, and the sale of investments of $20,000, a total of $3,254,447. 
The applications are more extensive. Here we have seven main items: 
Payment of dividends of $252,681, retirement of the 6 per cent cumulative 
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preferred stock of $2,659,800, decrease in capital surplus of $2,441, pay- 
ment on serial term loan of $75,000, increase in net working capital of 
$205,561, increase in plant and property of $44,701, and increases in other 
assets of $14,263. The total applications equal the total sources of funds 
of $3,254,447. 

Three steps were used to obtain the final statement in both examples. 
With a little experience, it is a simple matter to construct the final state- 
ment of funds direct from cumulative balance sheets and the income state- 
ment. Where the statement of sources and applications of funds is to cover 
several years, the computations are the same but somewhat more lengthy. 


THEORY AND PROBLEMS 


1. What does the word funds in the term Statement of Sources and Applications of 
Funds mean? 


2. What is the basic purpose in compiling a statement of sources and applications of 
funds? 


3. State (a) four sources of funds and (b) four applications of funds. Describe two of 
the sources and two of the applications. 


4. From the following comparative summary and additional information, prepare 
a statement of sources and applications of funds. 


AMES MANUFACTURING COMPANY 
Comparative Summary of Balance Sheets 


Dec. 31 Increase 
ASSETS Year B Year A Decrease* 
Current Assets 
(Cas ee Mere Mahe ahs os kes ace ao kte Ree ceca $ 85,000 $ 35,000 $ 50,000* 
Receivablesn(net) seaqen. aan ac 106 , 000 103 ,000 3, 000* 
invembuonesterecc tte te ce cele ans 158 , 000 146 , 000 12 ,000* 
$ 349,000 $ 284,000 $ 65,000* 
Prepaid insurance, taxes, etc............ $ 8,000 $ 7,000 $ 1,000* 
Bond discount and expenses in process 
Olet OLUIZAULONE pan ems et ean 40 , 000 65,000 25, 000 
Sinking fund deposit account........... 3,000 5,000 2,000 
Property, plant, and equipment......... $1,860,000 $2,810,000 $950 , 000 
Less: Reserve for depreciation........ 852,000 879 , 000 27 ,000 


$1,008,000 $1,931, 000 $923 , 000 
$1,408, 000 $2, 292,000 $884 , 000 


LIABILITIES 
Current Liabilities 


Banikel oan: ete ne oy oe ees. oy. cea $ 100,000 $100 , 000 
Current maturities of equipment obli- 

AUONS ee ree rea reer tac eis — 25,000 25,000 
Accountsspayable.w sar mioe a skiiae or 63 , 000 42,000 21 ,000* 
NC ELUCOREXPCLSCS rr ea Males are 105,000 82,000 23 , 000” 


$ 168,000 $ 249,000 $ 81,000 
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Ames Manuracturine Company (Continued) 


Long-term Debt 
4% first mortgage sinking fund bonds, 


dueunvlOsyearsye cess oe eee ee € 650,000 $ 975,000 $325 , 000 


Deferred equipment obligations....... .......... 150,000 150 , 000 


$ 650,000 $1,125,000 $475,000 


Capital Stock and Surplus 


Capitalkstockweon vars 0. seen eee $ 250,000 $ 350,000 $100 , 000 
Pena Geo WE oowteeon ens sans ole ore 6-c 250 , 000 350 , 000 100,000 
Retaineduearnings.ni retin eee 90,000 218,000 128,000 


$ 590,000 $ 918,000 $328,000 
$1,408,000 $2,292,000 $884,000 


Supplementary Information: 


a. Property retirements recorded for the year aggregated $100,000. The excess of 
such cost over $10,000 salvage realized was charged to depreciation reserves. 


b. Additional securities were sold during the year as follows: 
2,000 shares of capital stock of $50 par value, sold at $100 per share 
$350,000 par value of first mortgage bonds at 90 
$175,000 deferred equipment notes at par 


c. Bonds are subject to retirement through a sinking fund created by annual 
deposits of $25,000 on March 15. Bonds retired through the sinking fund in 
year A aggregating $25,000 were acquired for $22,000 plus accrued interest of 
$1,000. 


d. Provision made by the company in year A for depreciation and for the amorti- 
zation of bond discount and expenses were correctly computed. 


e. The following analysis was made of earned surplus: 


Balancevatiend.0f:). ean Diy. ee ee ee ee $ 90,000 
Net profit for year A after depreciation of $92,000.......... 175,000 
Discountlonsoondsmeuined ew petra eee tere ete eee 3,000 
$268 , 000 

Deduct: 
Dividendstpaiditics sse sh saree te rae nee ae eae $25,000 
Adjustment of depreciation reserves at end of year 

B, to basis of Treasury Department report...... 25,000 50,000 


ta oer eee $218 ,000 
[A.I.A. Examination] 


Retained earnings at end of year A 


5. Should the management of a business be interested in knowing why the net working 
capital increased or decreased during its immediately previous fiscal period? Would 
a statement of the sources and applications of funds throw any light on such 
changes? Explain your answer. 


6. Some corporations become short of cash even though they are operating profitably. 
How does a statement of the sources and applications of funds explain such 
situations? 


7. From the following verified data prepare in appropriate form a statement of sources 
and applications of funds for year A to be included in the annual report to the stock- 
holders of State Stove Corporation. 


STATEMENT OF SOURCES AND APPLICATIONS OF FUNDS 


ASSETS 
Current and Working Assets 


(GEIST a otts Saictvegetces eee nein a eee emi 
Marketable securities............. 


Accounts and notes receivable....... 
Less: Reserve for bad debts....... 


rVeMCOny es ui eerste testes tiene 


Current Liabilities 


JNCOOUINE) FON ee oe. poled baa ane Ge 
Preferred dividends payable...... 
Accrued liabilities..............- 


Net working capital.............. 


Investments 


Capital stock—State Credit Corp. 
Advances—State Credit Corp..... 


5-year mortgage notes............ 


Fixed Assets 


eames tate meats sakes tress ons 


Building and equipment.......... 
essa Depreciation.) ae 


Organization and development ex- 
DCUSCS e naee oe ee ee 


INet-boolsworthiee. =... 


Net book worth represented by 
416% preferred stock............. 
@ommonistockis.. ache ocr cae 


Retainedvearningsns crac sees ae 
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State Stove CorPoraTion 
Comparative Balance Sheets 
Increase 
Dec. 31 or 
Year B Year A Decrease 
$ 390,000 $ 280,000 
527 , 000 220,000 
$1,100,000 $1,137,000 
33,000 45,000 
$1,077,000 $1,092 , 000 
1,240,000 1,512,000 
$3 , 234,000 $3 , 104,000 
$ 234,000 $ 306,000 
45,000 40, 500 
101,000 112,000 
150,000 225,000 
$ 530,000 $ 683,500 
$2,704,000 $2,420,500 —$ 283,500 
. $ 100,000 $ 150,000 
— 55, 500 
$ 100,000 $ 205,500 +$ 105,500 
ome tee 300 , 000 + 300,000 
$ 100,000 $ 505,500 +$ 405,500 
$ 556,000  $ 373,000 —8$ 183,000 
$2,935,000 $2,650,000 —$ 285,000 
1,260,000 1,105,000 155,000 
$1,675,000 $1,545,000 —$ 130,000 
$2,231,000 $1,918,000 —$ 313,000 
$ 304,000 $ 280,000 —$ 24,000 
S51 8000 eae eee ee — 3,212,000 
. $8,551,000 $5, 124,000 — $3,427,000 
$3,000,000 $2,700,000 —$ 300,000 
3,750,000 1,013,000 — 2,737,000 
$6, 750, 000 $3 , 713 , 000 — $3 ,037 ,000 
$1, 801,000 $1,411,000 —$ 390,000 
$8,551,000 $5,124,000 —$3 ,427 ,000 
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SraTE STORE CorRporRATION (Continued) 
Condensed Income Statement, Year A 


Netisalesiter 26 Vere es ae, TR charac ee ert et ae a $6 , 365,000 
Deduct: 
Operating Char gescsevees hie oe ees 5, Se ceo ges oe Pe 5,300,000 
Net: operating revenue. Seas. 5 roe ree eee $1,065,000 
Add: 
Interestrand dividendsincomes. eee tia ten eaere eeee eeree 33,000 
Prokt onsale of planty.. ec: oo Sets ee a teem he ene 31,000 
$1,129,000 
Deduct: 
Woss*of sale: of securities! At ...c..c. seers aes Seve oe Eee Eo 86,000 
IN GES COMME él SER RR cis tee ad teats see ee er cies Sesto ear REE $1,043,000 
Deduct: 
Provision ton hederalsincome taxes wana nrc ieee ieee 225,000 
Netto stockholdersite.scces ess er ees het ee eee $ 818,000 
Other Data: 


On Jan. 1, year A, the company sold its Norwalk properties for $519,000, receiving 
$219,000 cash and $300,000 five-year mortgage notes. The cost of the property was 
$585,000 with accrued depreciation to date of sale of $280,000. 


During the first half of year A, a new plant was built on the company’s land at a cost 
of $300,000 for buildings and equipment. It went into service on July 1. There 
were no other additions or retirements in year A. 


Depreciation was provided at the rate of 5 per cent per annum on buildings and 
equipment in use, amounting to $125,000. 


On Feb. 28, 3,000 shares preferred stock were retired at $110 per share plus accrued 
dividends of $3,000. Preferred dividends were declared for each quarter and 
amounted to $162,000. 


On July 1, year A, a 10 per cent stock dividend was paid to the common stock- 
holders, and 1,000 common shares were issued for cash at par. Cash dividends of $8 
per share were paid on June 30 and Dec. 31 in the total amount of $638,000. 


On Dec. 31, year A, the common stock was changed from $100 par to no-par-value 
shares, with a stated value of $1,013,000, and against the capital surplus so created 
there was charged good will of $3,212,000. 

[A.I.A. Examination] 


PART V 


Income Statements 


| ees v consists of five chapters which 
explain and analyze the income statement. The ar- 
rangement of the typical items in an income statement 
is discussed, and then that arrangement divided into 
three main divisions. These main divisions are the 
gross profit section, the operating profit section, and 
the final net profit or loss section. The final net profit or 
loss should be determined both before and after extraor- 
dinary and nonrecurring credits and debits. In the 
analysts of income statements, respective items of ex- 
pense are set up as a proportion of net sales, which 
represent 100 per cent. If one is familiar with what 
might be called the normal proportions that particular 
items of expense should bear to net sales in a specific 
line of business activity, like the normal relations be- 
tween balance sheet items, it becomes evident when a 
particular expense is excessive. If successive income 
statements are set up with each item as a percentage of 
net sales, trends are observable for comparative analy- 
sis. A basic understanding of the break-even point and 
the relationships between net sales, variable expenses, 
and total expenses is of great aid to the analyst. Six 
charts are used in the exposition and in the practical 
application of determining the break-even point. The 
percentage net profits, after all charges including Fed- 
eral income taxes, on tangible net worth and on net 
sales are studied; typical percentage net profit figures 
for the years 1960 through 1964, inclusive, with a 
simple 5-year arithmetical average are presented for 
particular lines of manufacturing, wholesaling, and 
retacling. 


CHAPTER XVIII 


Explanation of Income Statements 


The balance sheet is supplemented by two complementary financial 
statements, the income statement and the retained earnings [surplus] 
account. The income statement is the schedule that shows the income and 
expenses of a business enterprise over a period of time and then gives a 
final figure representing the amount of profit or loss for the accounting 
period. In this chapter the income statement will be described, and in the 
following chapter the technique involved in interpreting these figures will 
be outlined. 

The division of income between the different elements of our economy— 
labor, management, taxgatherers representing various governmental 
units, and stockholders—has made more and more necessary the objec- 
tivity of income statements. Accounting has met this growing challenge 
by trying to sharpen the concept and measurement of income.! In many 


1“ At one time the stockholders of general business corporations were permitted 
within wide limits to define profits or income for corporate purposes to suit themselves; 
but the corporation is a creation of the law, and the law has always the right to define 
the sense in which the word ‘income’ shall be used by those who take advantage of its 
creation. Ultimately, therefore, the definition of income may become a political ques- 
tion, and be determined by the attitude of legislators toward savings, industrial 
growth, and so forth.’’—Changing Concepts of Business Income, p. 19 (The Macmillan 
Company, New York, 1952). From the standpoint of classical economics, accounting 
profits (assuming ‘‘net profit’? and ‘‘net income’’ are synonymous terms) are not 
economic profits. This is due to the fact that net profits of corporations which own 
land on which some or all of their plants, warehouses, premises, or stores are located 
include a return which is really economic rent in their accounting profits (see foot- 
note 12, p. 512). As a result there is no idea as to what part of accounting profit 
represents economic rent earned on the site value of land, and what part represents 
the return on capital invested in a business including improvements to and on land. 
Here is confusion which accountancy has brought to business operations and to the 
present-day reasoning of labor leaders and pseudo economists; such mathematics as 
has been developed for and by accountancy is radically different from the mathe- 
matics which might have been developed in keeping with “classical”? economics with 
its distribution of all income in the three well-defined streams, wages to employees, 
rent to landowners, and profits to the suppliers of capital. Some day an economic 
mathematician of a high order—possibly a second Paciolo, Leibnitz, or Descartes— 
who will understand the underlying necessity for keeping clearly separated the 
economic rent of land and the return on capital, will solve this problem which com- 
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important respects this has been done at the expense of the balance sheet. 
The amount of any expenditures properly chargeable against the income 
of the current or past years is determined, and the remainder is then 
carried forward in the balance sheet as an asset applicable to future peri- 
ods. This is the basis on which unamortized bond discount is treated as an 
asset; it is the basis for the calculations of depreciation and amortization 
of property, plant, and equipment; and it is the justification for carrying 
forward inventories determined by last-in first-out, average cost, and 
base stock methods. As a result, the balance sheet, as we have discovered 
in earlier chapters, often does not reflect the current values of assets, a 
departure which becomes magnified during periods of rapidly rising or 
falling values. 

In the case of a business enterprise with a tangible net worth of $35,000 
or more, it is generally necessary to take two steps preparatory to ana- 
lyzing the balance sheet. The first step is to condense the balance sheet 
into fewer items by grouping together captions of similar significance. 
This technique is absolutely essential with those business enterprises that 
have 20 or more items in the assets and liabilities, as it is impossible to 
grasp at one time the effective relationship between so many different cap- 
tions. If, for example, a balance sheet contains an item Due from Officers 
of $4,521.93 and another item Due from Employees of $1,262.32, the com- 
bined item of $5,784.25 may effectively be made to read Due from Officers 
and Employees, since both items, in nine cases out of ten, carry similar 
significance from the analyst’s point of view. 

The second step is to obtain supplemental information about particular 
items that are not self-explanatory. Both these steps have been explained 
in considerable detail in earlier chapters. They are generally unnecessary 
in going over the affairs of a business enterprise with a tangible net worth 
of less than $35,000, since the balance sheet of such a concern invariably 
is simpler and more easily interpreted. 

In a sense, the analysis of income statements is in direct contrast to the 
analysis of balance sheets. Whereas the balance sheet of a large corpora- 
tion must be condensed into a smaller number of related items, the income 
account often must be expanded, since it frequently is so condensed as to 
be of little value. This is particularly true of large corporations whose 
securities are listed on an exchange or traded over the counter. 


bines economics and mathematics. Not until this solution is found will the layman, 
management, and the legislator who makes our tax laws appreciate the relative im- 
portance of the ground rent value of land and of capital in obtaining the return which 
we insist, at this stage, in lumping together in one mathematical series as ‘‘accounting 
profit.’’ See also ‘‘Economics and Accounting”? by Ridgeway Hoegstedt in Economics 
and the Public Interest, pp. 111-119, edited by Robert A. Solo (Rutgers University 
Press, New Brunswick, N.J., 1955). 
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Under the Securities Exchange Act of 1934, managements of corpo- 
rations with securities listed on a national security exchange may make 
written objection to the public disclosure of certain information sub- 
mitted in confidence to the Securities and Exchange Commission. The 
Commission then determines whether, in its judgment, public knowledge 
of this information would be harmful to the continued successful oper- 
ation of the corporation. In the majority of cases, the Commission has 
ruled against this managerial policy and has proceeded to make the infor- 
mation available to the public. Even when the Commission consents to 
the concealment of the data, the commercial banker and the investment 
banker, can and invariably do insist, in their dealings with these same 
corporations, upon receiving a complete record in the form of the annual 
detailed audit. Rarely are other outside analysts in a position to obtain 
such close and helpful information. 

This volume deals with the financial statements of industrial and com- 
mercial business enterprises. In the regulation of railroads, electric light, 
gas, and other public utilities, banking, insurance, and building and loan 
associations, Federal and state authorities have prescribed uniform ac- 
counts which must be followed in preparing the annual reports, including 
income statements, made to the various governmental agencies. Indus- 
trial and commercial corporations that come under the active scrutiny 
of the Securities and Exchange Commission likewise must file income 
statements in accordance with a specially prepared outline.? In the re- 
ports to their own stockholders, the managements of many of these corpo- 
rations depart somewhat from the officially prescribed accounting pro- 
cedure and submit their financial statements in different and often very 
condensed forms. 


PRINCIPAL ITEMS IN INCOME STATEMENTS 


The income statements of industrial and commercial corporations that 
must file with the Securities and Exchange Commission have reached a 
high degree of uniformity and completeness. But there are hundreds of 
thousands of other commercial and industrial concerns that are not re- 
quired to file figures prepared with the same care and exactness. The 
earning figures of these concerns range from similar thoroughness to utter 


2 As explained on pp. 62 and 63, there were 2,467 issuers with securities listed and 
registered on national security exchanges as of June 30, 1964, which came under the 
supervision of the Securities and Exchange Commission. There were also 1,823 
issuers filing information with the Securities and Exchange Commission under Sec. 
15d of the Securities Exchange Act of 1934. In all, 4,290 issuers (not including invest- 
ment companies) are currently filing information on specially prepared forms of the 
Securities and Exchange Commission. These are the larger, nationally known indus- 
trial and commercial business corporations in the country. 
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uselessness, because of varying degrees of condensation and unique 
arrangements and classifications of expense items. This condition becomes 
more acute with smaller business enterprises that make little or no use of 
trained accountants. However, this usually results from lack of knowledge 
and not from any deliberate policy of subtle concealment. 

Many business concerns whose affairs come under no outside scrutiny 
report only gross profits, or net earnings, or some other single item or lim- 
ited piece of operating information, with no supporting information indi- 
cating how the figures were obtained. In such cases, it is impossible to 
determine how effectively the business is being operated. Where no final 
profit and loss figure is made available, it is necessary to work backward 
through the yearly changes in the surplus account and the dividend or 
withdrawal payments, if available, to obtain at least some general idea 
regarding net profits or losses for respective years. 

Most financial statement blanks used by banking institutions, credit 
departments of business enterprises, and mercantile agencies, except those 
for farmers, for stockmen, and for small business concerns, carry requests 
for an income statement.*? A condensed income schedule is generally in- 
cluded in the statement blanks to be filled in by smaller business enter- 
prises, while a more elaborate schedule is included in the long form for 
corporations and firms used by the Federal Reserve Bank of New York. 
In these long financial statement blanks, the full income statement takes 
up approximately three-quarters of an entire page and is in considerable 
detail. 

A condensed and highly inadequate income statement may consist of 
three, four, or five items; an elaborate statement may consist of one 
hundred or more items. No matter how many items are included, they 
may be readily grouped and classified for the purposes of analysis into 
three broad sections: (1) the gross profit section, (2) the operating profit 
section, and (3) the final net profit or loss section, including all extraordi- 
nary debits and credits. Income statements have been divided into 16 
primary items; these items, in turn, are classified under the three sections 
just mentioned. The important items included in each of these sections 
are described in succeeding paragraphs. These 16 items of primary im- 
portance are: 


Gross Profit Section 


1. Gross Sales 

2. Returns and Allowances 
3. Net Sales 

4. Cost of Goods Sold 

5. Gross Margin 

+S 


uch as Forms 6, 7, 8, 9, and 10 in Chap. IV, 
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Operating Profit Section 


6. Administrative and General Expenses 
7. Selling Expenses 

8. Provision for Bad Debts 

9. Operating Profit 


Final Net Profit or Loss Section 


10. Cash Discounts Earned and Given 

11. Interest Paid 

12. Net Profit or Loss before Extraordinary Charges 

13. Extraordinary Charges 

14. Federal and State Income Taxes 

15. Net Profit or Loss 

16. Net Profit or Loss after Adjustment by Carry-back or Carry-forward Tax 
Privilege 


Gross Profit Section 


The gross profit section begins with gross sales for the accounting period 
under review, from which are deducted returns and allowances to give 
net sales. From the net sales the cost of goods sold is then deducted to 
arrive at the gross margin. The percentage of gross margin on net sales 
indicates to the analyst whether the average markup on merchandise sold 
is sufficient normally to cover all expenses and to show a “‘gross”’ profit. 
If a particular retail drugstore with annual sales of $88,000 operates on a 
gross margin of 23.5 per cent and suffers a net loss, the reason for the loss 
may easily be traced. The typical gross margin of profit in this line is 
around 36.0 per cent on net sales, and the concern under the fluoroscope 
would be operating on an inadequate markup, or with an inadequate vol- 
ume of business. A certain gross margin is essential for every line of com- 
mercial and industrial activity. This margin varies moderately with the 
volume of net sales, the size and scope of the business, the size of the city 
or town in which the enterprise is located, the intensity of competition, 
and the terms of sale, but normally it should be sufficient to cover ex- 
penses and ensure a reasonable profit. 

1. Gross Sales. Every complete income statement of a commercial or 
industrial business enterprise starts with the amount of gross sales. 
This term refers to the aggregate selling price of all merchandise and 
services that have been sold during a given accounting period, the 
selling of which is the primary object of the business enterprise whose 
figures are under examination. 

The financial statement blanks for larger corporations used by some 
sources request a separation of sales into cash and credit sales, without 


502 INCOME STATEMENTS 


which the average collection period cannot be determined. The income 
statements in the long forms of the Federal Reserve Bank of New York 
and the income statements of the Securities and Exchange Commission 
require a separation of gross sales into sales to subsidiaries and affiliates 
and sales to regular customers, data which in the case of complicated 
corporate structures add very material enlightenment. The regulations 
of the Securities and Exchange Commission also provide that “‘if income 
is derived from both gross sales and operating revenues, the two classes 
may be combined in one amount if the lesser amount is not more than ten 
per cent of the sum of the two items.’ 

2. Returns and Allowances. Gross sales exceed net sales by the amount 
of returns and allowances and are of significance for revealing these 
charges. The extent of returns and allowances is an indication as to 
whether the merchandise produced or handled is meeting the reasonable 
requirements of customers. If merchandise is being misrepresented, if 
paper cover stock is sold green instead of having been dried out properly, 
if extensive defects are found in a line of coats produced by a manu- 
facturer of ladies’ wear, the high returns and allowances may indicate 
wide dissatisfaction on the part of customers. Similarly, if a particular 
line of fountain pens is defective, returns will be out of all reasonable 
proportions and will involve unexpected expenses in replacements or 
repairs, or both. Excessive returns and allowances thus greatly reduce 
the receipts from gross sales and may also curtail the future volume of 
sales as customers’ confidence decreases. Improper control over returns 
and allowances may quickly convert profitable operations into un- 
profitable ones. 

The income statement forms of the Securities and Exchange Commission 
provides at this point for the deduction of discounts allowed, along with 
returns and allowances.® The Federal Reserve Bank of New York, how- 
ever, makes discounts allowed a deduction from the last section of the 
income statement. Whether from an analysis standpoint the item should 
be included at this point or later in the schedule depends upon whether the 
discount is a cash discount, or a trade or quantity discount. If it is a trade 

4 Regulation S-X, Rule 5-03(c), p. 11, Oct. 15, 1964. 

’W. A. Paton and A. C. Littleton in An Introduction to Corporate Accounting 
Standards, p. 29 (American Accounting Association, Chicago, 1940), also lay emphasis 
on this practice because of the effect on costs. ‘‘Costs are overstated unless discounts 
and other allowances are deducted. It need not be considered improper, as a matter 
of recording procedure, to charge cost accounts, provisionally, with gross invoice 
prices, but if this is done an adjustment is later necessary to reduce the recorded figure 
to the cash cost basis. Discounts taken are often interpreted as earned income, but 
this view does not square with fundamental concepts; income is not realized through 
the process of buying, for that is only the first step in the program of effort designed 
to lead to revenue. In general, cash discounts are clearly cost adjustments, . . . The 


real price is the net cash price (the least amount, if there are alternative terms), and 
the matter is so understood by both parties,” 
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or quantity discount, it might well be deducted here along with returns 
and allowances, as such discounts are really adjustments in selling prices. 

3. Net Sales. The deduction of returns and allowances (also trade 
and quantity discounts) from gross sales gives the volume of net sales. 
The amount of net sales is the effective volume of business on which a 
profit is earned or a loss is assumed. It is the key figure in the income 
statement. It must be known for the computation of the turnover of 
inventory, the turnover of the net working capital, the turnover of the 
tangible net worth, and the average collection period, relationships that 
have been found essential in determining the inherent soundness of the 
balance sheet. The net sales figure is also essential in the so-called ‘sales 
analysis’? as described in Chap. V, the process by which an analyst 
estimates, on the basis of the average monthly volume of business, the 
time required by smaller business enterprises to liquidate their accounts 
payable, and whether payments may reasonably be expected to be prompt 
or slow in the immediate future. 

4. Cost of Goods Sold. For retailers and wholesalers, the inventory at 
the beginning of an accounting period, plus purchases and less the inven- 
tory at the end of the period, gives the cost of goods sold. Regulations of 
the Securities and Exchange Commission provide that ‘‘occupancy and 
buying costs’? for wholesalers and retailers may be included in cost of 
goods sold.® In the case of manufacturing enterprises, direct labor and 
all manufacturing expenses, including local real estate taxes on manufac- 
turing properties, social security and unemployment taxes on factory 
employees, and that portion of depreciation which enters into the cost 
of production, must also be included. 

The value of the inventory at the end of the year is the most important 
single figure in the final computation of net profit or loss. If this inventory 
figure happens to become understated purposely or accidentally, the 
results from operations will show smaller profits by the amount of the 
understatement. As the closing inventory figure is also the opening 
inventory figure for the following period, the profits for the following 
period will be increased by the same amount, provided there are no 
further errors. Conversely, when an inventory figure is overstated, 
the income statement for the closing period will show profits that are 
larger than the actual profits by the amount of the overstatement; and 
the following period, assuming that there are no other errors, will show 
profits that are decreased from the actual by the amount of overstate- 
ment at the close of the previous period.’ 


6 Regulation S-X, Rule 5-03, 2A (6), p. 11, Oct. 15, 1964. 

7A major objective of accounting for inventories is the proper determination of 
income through the process of matching appropriate costs against revenues. An inven- 
tory has financial significance because revenues may be obtained from its sale, or from 
the sale of the goods or services in whose production it is used. Normally such revenues 
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The closing inventory is of much greater importance relatively in de- 
termining the net profit for an accounting period than it is in determin- 
ing the balance sheet position. An error of 5 per cent in the total of the 
closing inventory, for example, may not be of major importance in refer- 
ence to the current assets in the balance sheet, the relationship of net 
sales to inventory, or the relationship of inventory to net working capital, 
but such an error in the income statement may easily cut the profits in 
half or double them. 

No management of a large manufacturing corporation can be in a 
position to plan its finances and operate with any degree of fairly con- 
sistent success unless definite means of knowing exact production costs 
of its various products are readily available, in other words, an adequate 
and practical cost system. The costs of a manufacturer are far more 
complicated than the costs of a wholesaler or a retailer. An adequate 
cost system enables the management to determine what articles should 
be produced with existing machinery and equipment; what quantities 
may be made profitably; how selling prices may be determined; and, by 
comparing with standard costs of other concerns, where additional sav- 
ings may be made. 

5. Gross Margin. The gross margin is derived by deducting the cost of 
goods sold from the amount of net sales. The gross margin percentage 
of net sales is a most valuable figure in comparative analyses of concerns 
in the same line of business. This ratio answers the question, “Is the 
markup on cost to selling price sufficient to show a profit in a highly 
competitive business world?” The average or typical percentages of gross 
profits and expense items in terms of net sales are made available, from 
time to time, by certain of the more progressive trade associations, by 
certain universities, and by other organizations that have made financial 
studies for particular industries.® 


arise in a continuous repetitive process or cycle of operations by which goods are 
acquired and sold, and further goods are acquired for additional sales. In accounting 
for the goods in the inventory at any point of time, the major objective is the matching 
of appropriate costs against revenues in order that there may be a proper determina- 
tion of the realized income. Thus, the inventory at any given date is the balance of 
costs applicable to goods on hand remaining after the matching of absorbed costs 
with concurrent revenues. This balance is appropriately carried to future periods, 
provided it does not exceed an amount properly chargeable against the revenues 
expected to be obtained from ultimate disposition of the goods carried forward. In 
practice, this balance is determined by the process of pricing the articles comprised 
in the inventory.’”’—Accounting Research and Terminology Bulletins, p. 28 (American 
Institute of Certified Public Accountants, New York, 1961). 


8 Studies of this nature have been made for many years by the American College 
of Apothecaries, Philadelphia; the National Retail Hardware Association, Indi- 
anapolis; the National Farm & Power Equipment Dealers Association, St. Louis; 


EXPLANATION OF INCOME STATEMENTS 505 


Within certain limits there is a natural gross margin in every line of 
manufacturing and merchandising. By natural gross margin is meant that 
under ordinary business conditions staple materials and merchandise in 
any given standard line can be acquired and sold at about the same cost 
and price by those in that line who possess about the same amount of 
ability. In some lines the resulting gross profit is large, in others small; 
but in each line the ordinary market conditions are available to all en- 
gaged in that line. If there are 100 manufacturers in a certain type of 
business, some will be found with greater ability than others; also some 
may have insufficient capital, so that the gross margin may be greater 
or less in certain plants than in others, and the average gross margin on 
the hundred will not be as large as the “natural profit” of those possess- 
ing reasonable ability and capital. The importance of an accurate calcu- 
lation of the gross margin rests upon the fact that if any given business 
cannot earn the natural gross profit, or at least exceed the average of all 
engaged in its line, it will not be a success. The businesses with the higher 
percentages of gross margin are well on the way to the higher percentages 
of net profits. 


Operating Profit Section 


In the operating profit section of the income statement, the various 
actual expenses in running a business are deducted from the gross profit, 
after the product is purchased or produced, to obtain an operating profit 
for the accounting period. These expenses in a detailed statement would 
be broken down, with many subdivisions, under administrative and gen- 
eral expenses and selling expenses. This section would also include a pro- 
vision for doubtful accounts. In a condensed income statement, all these 
items may be combined together into the one item of operating expenses. 

Certain expenses of the business are omitted from this section of the 
financial statement. These items are cash discounts earned, cash dis- 
counts given, interest on borrowed money, income taxes, and charges 
which are generally termed of an extraordinary nature. These particular 
items are omitted at this point, so that the operating profit will have been 
determined on a comparable basis for different concerns whose figures the 


the Graduate School of Business Administration, Harvard University, Cambridge, 
Mass.; Eastman Kodak Co., Rochester, N.Y.; Eli Lilly & Co., Inc., Indianapolis; 
National Automobile Dealers Association, Washington, D.C.; National Stationery 
and Office Equipment Association, Washington, D.C., National Appliance and Radio- 
TV Dealers Association, Chicago; National Retail Furniture Association, Chicago; 
and Robert Morris Associates, Philadelphia. 
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analyst might be studying. One corporation, for example, might have 
sufficient capital of its own to operate through a particular year without 
borrowed funds; a competitor might be utilizing funds furnished by a 
substantial funded debt and so have a representative charge for interest. 
By omitting the interest charge at this point, the operating profit, pro- 
vided the earlier items in the income statement had been set up in the 
same manner, would be comparable in both businesses. The same situa- 
tion exists with respect to cash discounts earned, cash discounts given, 
income taxes, and charges of an extraordinary nature. 

Sometimes condensed into one all-inclusive item, operating expenses 
at other times are presented in great detail and may run to 50 or 60 
items. An excessive amount in any one or several of these items might 
be the simple explanation of yearly operations in the red. 

An analyst has a deep interest in learning that expenses are kept 
within proper bounds. Poor management that has become involved in 
paying excessive rent, burdensome interest charges, heavy traveling 
expenses, and exorbitant entertainment costs has brought many busi- 
nesses to their untimely demise. In many lines of business, percentage 
standards for these particular expenses have been determined and are 
available as a basis for study and comparison. In general, these expenses 
rise and fall more slowly than the prime expenses which enter directly 
into the production of a particular commodity, that is, mill costs of 
production and the direct outlay for labor and material. The administra- 
tive, selling, and overhead expenses are very stubborn items to deal with 
when reducing selling prices. 

6. Administrative and General Expenses. Administrative and gen- 
eral expenses cover officers’ salaries, other salaries that are not factory 
or selling expenses, depreciation not specifically applicable elsewhere, 
telephone and telegraph, postage, legal expenses, local real estate taxes 
applicable to administration, social security and unemployment taxes 
applicable to administration, capital-stock taxes, franchise taxes, and 
occupancy expenses such as rent, light, heat. 

7. Selling Expenses. Selling expenses include all salaries of those 
engaged in the distributing end of the business, salaries of salesmen, 
and wages of employees in the sales department. They also include com- 
missions for selling, traveling expenses of salesmen, entertainment 
expense incidental to distributing operations, social security and unem- 
ployment taxes applicable to personnel in the selling end of the business, 
and advertising. 

8. Provision for Bad Debts. Before closing the books for an accounting 
period, the open accounts receivable must be scrutinized carefully for 
losses that should be charged off. Many accounts may be perfectly good 
though slow of collection, and many now thought to be good may prove 
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to be worthless. Losses assumed on receivables during the period, together 
with reserves set up for possible losses not yet recognized, are deducted 
at this point. Except in the case of concerns selling on an installment 
basis, the annual provisions for doubtful accounts should rarely exceed 
14 of 1 per cent on the net sales. 


FORM OF PROFIT-AND-LOSS STATEMENT 


Gross sales 
Less outward freight, allowances and returns 
Ne tesa loser sna meen ae ee no cee ee seme rae eg tae ee 
Inventory beginning of vear 
Purchases, net (or cost of goods produced) 
Less inventory end of year 
Cost of sales 
Grossiprofitionisalessss- esos aoe a ce ena eae ee eee 
Selling expenses (itemized to correspond with ledger accounts kept) --- 
Total selling expenses 
General expenses (itemized to correspond with ledger accounts kept) -- 
Wotaligeneralicxpenstse.e soe oa. see ees a eae ee oS oes 
Administrative expenses (itemized to correspond with ledger accounts 


Total administrative expenses 
Total expenses 


Net profit on sales 
Other income: 
Income from investments 
Interest on notes receivable, etc 
Gross income 
Deductions from income: 
Interest on bonded debt 
Interest on notes payable 
Taxes, depreciation, etc. (separately shown) 
Total deductions 
Net income for the period 
Add special credits to profit and loss (separately shown) 
Deduct special charges to profit and loss (separately shown) 
Profit and loss for period 
Surplus beginning of period 
Add or deduct items in the surplus account attributable to prior periods - 
Dividends paid 
Earned surplus at end of period 


Form 18. Early income statement suggested in Verification of Financial Statements by 
the Federal Reserve Board, 1929. 


9. Operating Profit. Gross margin, less administrative and general 
expenses, selling expenses, and provisions for doubtful accounts, gives 
the operating profit, or, as it is also termed, net operating profit, for the 
accounting period. This figure is the measure of the ability, skill, aggres- 
siveness, and ingenuity of the management to operate a business suc- 
cessfully for its main purpose. Into this one final mathematical figure 
are translated the operating policies of the executive staff in connection 
with the primary purpose of the concern. 
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The operating profit is the sum available after all normal operating 
charges, but before cash discounts earned and given, before payment 
of interest and income taxes, before income from investments or mis- 
cellaneous extraordinary credits, before extraordinary charges of an 
unusual nature and charges not actually incurred in operations during 
the accounting period. Some managements are able to show an adequate 

_profit up to this voint DUE SSGEY bo fail in aupplementary poldesy aha 
changing the operating profit into a materially smaller net profit or even 
into a final net loss. Both the operating profit and the final net profit or 
loss are necessary in determining the financial results from different phases 
of management operations. 


Final Net Profit or Loss Section 


In smaller business units the operating profit is generally synonymous 
with the final net profit or loss before Federal and State income taxes. 
In larger business units, other debits and credits are often made before 
arriving at the final figure representing net profit or net loss. These debits 
and credits are described in the following paragraphs. 

10. Cash Discounts Earned and Given. Cash discount earned is an 
addition to and cash discount given a deduction from the operating 
profit. Both items are nominal in the case of small concerns; retailers, 
of course, have no discounts given and often few or no discounts earned. 
Large corporations selling on discount terms may have very substantial 
items as both debits and credits. 

11. Interest. By having a separate item of interest paid at this point, 
the number of times the interest is earned ‘‘from operations’? may be 
determined, a comparison of considerable importance to security analysts. 
This is particularly true of corporations that have one or several issues of 
funded debts outstanding. Where the item represents only interest on 
short-term bank loans, it is of somewhat less relative importance. 

12. Net Profit or Loss before Extraordinary Charoes. After the deduc- 
tion of cash discounts earned and given and interest charges, a figure of 
net profit or loss from the normal operations of a business enterprise 
is obtained. This figure is a highly desirable one for yearly comparison 
and in the study of the operations of concerns in the same line of business. 
In many large concerns and most small ones, this figure is also the final 
net profit or loss for the accounting period before Federal and State in- 
come taxes. In the case of large representative corporations, other charges 
and credits, usually termed nonoperating, nonrecurring, or extraordinary, 
are now made. The separate treatment of these items at this point facili- 
tates the disclosure of unusual sources of income and charges in the in- 
come statement. 
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13. Extraordinary Charges. To the net profit or loss from normal 
operations there are now added such credits or deducted such debits as 
might have arisen outside the normal operations of the business, to 
arrive at the final figure of net profit or net income for the accounting 
period. These items are generally grouped under two captions, Income 
Crediis and Income Charges. Income credits are of wide varieties, includ- 
ing, among other items, dividends and interest received on investments, 
profits on securities sold, royalties, income from rented properties, and 
tax adjustments. Regulations of the Securities and Exchange Commission 
regarding extraordinary credits cover four situations: 


Dividends. State separately, if practicable, the amount of dividends from (a) 
securities of affiliates, (b) marketable securities, and (c) other security investments. 


Interest on Securities. State separately, if practicable, the amount of interest 
from (a) securities of affiliates, (b) marketable securities, and (c) other security 
investments. 


Profits on Securities. Profits shall be stated net of losses. No profits on the person’s 
[concern’s] own securities, or those of its affiliates, shall be included under this 
caption. State here or in a note herein referred to the method followed in deter- 
mining the cost of securities sold, e.g., ‘average cost,” “‘first-in first-out,’ or 
“identified certificate.” 


Miscellaneous Other Income. State separately any material amounts, indicating 
clearly the nature of the transactions out of which the items arose.°® 


Income charges are of three broad types. The first type represents 
items not connected with the ordinary or normal operations of a business 
such as losses from floods and hurricanes, losses on securities sold, losses 
on the disposal of fixed assets, provisions for contingencies, expenses in 
carrying idle plants, and losses incurred in cancellation of leases. The 
second type represents operating expenses of prior years which came to 
light during the current accounting period, such as an inventory shortage, 
additional taxes, and payment for legal services in prior years. In theory 
these items should have been absorbed in the operating expenses of 
earlier years. The third type represents extraordinary items of operat- 
ing expenses during the current accounting period such as expenses for 
guards and the transportation of nonstriking employees in case of a 
strike. Regulations of the Securities and Exchange Commission cover 
this wide variety of situations in a very general manner in two classes of 
income deductions: 


Losses on Securities. Losses shall be stated net of profits. No losses on the person’s 
[concern’s] own securities, or those of its affiliates, shall be included under this 
caption. State here or in a note herein referred to the method followed in deter- 


9 Regulation S-X, Rule 5-03-2B, 7-10, p. 12, Oct. 15, 1964. 
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Le : Pe ae ye: 
mining cost of securities sold, e.g., “average cost,” “first-in first-out,” or ‘‘iden- 
tified certificate.” 


Miscellaneous Income Deductions. State separately any material amounts, indi- 
cating clearly the nature of the transactions out of which the items arose.!° 


INCOME STATEMENT, YEAR ENDED DECEMBER 31, 19— 


Rerenues: 


Gross’..... SASHDE oes ccccccesoecrce 
Less adjustments for returns and discounts; al- 
lowances and other price adjustments 


eee er 


Operating Expenses: 


Merchandise or production cost of product or 
service sold* .....-. . 
Administrative expense® .........-. Sieteieieteietets 
Distribution expense! ......... 
Total operating expense .............- aes 
Operating income (net operating revenue) .... 


Operating Division 


Other net income (or Joss) ......... wrokcieteyekale 
sPotalinel income cereeretersireicicsaercierlereias : 

Interest charges .......... 

Accumulation of bond discount . * 


Balance of income before income taxes 
Provision for income taxes .. 


Net current income for stockholders . 
Current dividends on preferred stock ........-. 
Net income for common stockholders 
Regular dividends (if any) on common stock 
Excess of current net income over regular 
dividends (or excess of dividends over ey 
net income) 
Adjustments of net income—profit and loss items. , 


& 
RS) 
Sy 
2 
S 
q 
» 
S 
8 
Ss 
& 
~ 


Net addition to (or deduction from) surplus ... 


Unappropriated surplus, beginning of period ....« 

Total (or balance) . 
Transfers to and releases from appropriated surplus 

Total (or balance of) unappropriated surplus 
Reduction due to acquisition of treasury stock ...... ssevecesee 
Specialforurregularsdividendsis crc ccciesiarsiorsoerenie cis alse ore 
StOCKRGIVIGENAS Ms sieicteleisiclolovelelelefelerate Meleiciera\oretoislebyetercierows ther eie 


Unappropriated surplus, close of period .......... 


Surplus Division 


Depreciation and depletion charges and amortization of intangible assets should 
be separately listed or the total shown in a footnote. 

2 There is something to be said for including these adjustments prior to the 
charging of dividends. Adjustments of this character, of course, may affect the 
amount of taxable income. 


Form 19. Yearly income statement suggested in Financial Statements by M. B. Daniels, 
1939. 


In recent years, considerable question has been raised regarding the 
familiar accounting practice of making charges, the origin of which 
dates back to prior accounting periods, not as extraordinary charges to 


10 Jbid,, Rule 5-03-2B, 12-13, p. 12. 
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the current income statement but directly to the retained earnings 
[surplus] account. The earlier theory was that accumulated earnings in 
the retained earnings [surplus] account was the proper place to charge 
such items, because they were in effect adjustments of a retained earnings 
balance originally assumed to be correct but which in the light of subse- 
quent events turned out to have been incorrect. It is the author’s con- 
sidered view that all such extraordinary charges should go through the 
current income statement,!! as outlined above. This subject is discussed 


in considerably more detail in Chaps. XIX and XXIII. 
14. Federal and State Income Taxes. Federal, state, and local taxes are 


of many varieties. Property taxes, social security and unemployment 
taxes, capital stock taxes, and franchise taxes are all included in other 
appropriate parts of the income statement. The most important tax, im- 
posed by Federal law and by some state laws, is the income tax on the 
net income of a corporation. If a business concern has a taxable net in- 
come in the accounting period covered by the income statement, there 
exists a liability for income taxes that must be set up at this point. Where 
net profits are reported before the’ Federal income tax, it is frequently 
impossible for the analyst to compute, even in a general way, the liability 
for taxes, because income as determined by generally accepted account- 
ing procedure is often at wide variance with taxable income determined 
under statutes and regulations of the Federal government. 


11 A modified contrary opinion appears in A Statement of Accounting Principles by 
Sanders, Hatfield, and Moore, p. 39 (American Institute of Certified Public Account- 
ants, New York, 1938). These authors explain: ‘‘There is some opinion in favor of 
passing all capital losses and gains through the income statement, on the ground that 
resort to surplus [retained earnings] account may be misused to relieve the income 
statement of proper charges, and to the end that the income statements may cumu- 
latively show all changes, in net worth. Some capital gains and losses are, however, 
sufficiently abnormal to have no direct relation to current income, and sufficiently 
large to distort current income, even when clearly shown as separate items. In such 
cases charges or credits to surplus [retained earnings] are justifiable. In cases of doubt 
the tendency should be to include such items in the income statement.” 

A definite viewpoint on the other side appears in Financial Statements by M. B. 
Daniels, pp. 54-55 (American Accounting Association, Chicago, 1939): ‘‘Certain items 
of income or expense, profit or loss, while definitely affecting income of the current 
period expressed in terms of distributable funds, may be of an extraordinary or non- 
recurring nature, for example, proceeds of life insurance, collections (or payments) of 
judgments, moving expense, special litigation, research, and experiment costs. Such 
items may be legitimately excluded from operating income, but are definitely part of 
the entire income picture. . . . Some extraordinary and prior years’ items may have 
been previously ‘provided for’ through appropriations of surplus [retained earnings], 
and in such a case the loss or expenditure when it occurs is often charged against the 
‘reserve.’ Similarly, profit and loss items are often ‘charged to surplus’ [retained earn- 
ings] in accordance with a directors’ resolution. Neither circumstance precludes 
showing the particular item in the income statement as an adjustment of net income, 
as otherwise it is never listed for any fiscal year. In the former instance an amount 
corresponding to the charge to the ‘reserve’ must of course be shown as a release there- 
from in the surplus division of the statement.” 
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15. Net Profit? or Loss. After the application of extraordinary income 
credits and income charges, and income taxes, the final net profit or 
net loss for the accounting period is obtained.!* In a steadily increasing 
percentage of income statements, particularly those which appear over 
the signature of independent public accountants, the ‘‘net’’ when applied 
to profits or losses correctly indicates that every expense in the operation 
of a business enterprise has been deducted, and that all income from all 


12 Adam Smith in The Wealth of Nations, first published in 1776, pointed out, over 
and over again, that the production of all wealth is divided into three streams, one in 
the form of wages to employees, one in the form of rent to landowners, and one in the 
form of profits to the suppliers of capital. Three of the words, ‘‘wages,’’ ‘‘rent,’’ and 
“‘profits,’? as used by Adam Smith, carried connotations which are very different from 
their meanings in our present-day industrial life. We are particularly concerned with 
one of them at this point, namely, profits. According to Adam Smith, profit is the 
sum remaining after the payment of all wages (‘‘wages”’ in economics includes pay- 
ments to officers of corporations, to proprietors, to partners, and to farmers, as well as 
to what we today term “‘Jabor’’), and rent on the unimproved value of land, as the 
return to capital. Then, Adam Smith carefully observed, ‘‘When those three different 
sorts of revenue belong to different persons, they are readily distinguished; but when 
they belong to the same they are sometimes confounded with one another, at least in 
common language.’’ This sage observation is even more true today than in the early 
days of the industrial revolution. Many business corporations own title to land which 
is improved with factories, warehouses, office buildings, lofts, or stores. Under the 
mathematics of accountancy as practiced in 1966, the final ‘“‘accounting”’ profit of such 
corporations, as the term is used in present-day income statements, includes two 
elements, a return representing economic rent on the value of land and a return to 
capital. However, we lack even a faint idea as to what part of ‘‘accounting”’ profit is 
represented by each of these two economic elements. Thus what we encounter today is 
the confusing reality that “accounting”’ or the ‘‘businessman’s”’ profit is not ‘‘eco- 
nomic”’ profit. ‘““Accounting”’ profit is a mathematical residue which results from the 
successive subtraction of many and varied items of expense from gross income. As a 
matter of fact over the years there has been quite an evolution as to what particular 
items should be deducted from gross income to arrive at an ‘‘accounting”’ profit. In 
one era, we find that depreciation is not an expense to be deducted before arriving at 
an “‘accounting”’ profit; at a later era, it is. Today, many charges are made to gross 
income which independent accountants often, if not generally, omitted prior to the 
Great Depression. These were what were termed “extraordinary and nonrecurring 
charges”? and by some accountants were, and in some cases still are, made to surplus 
in which case they fail to appear as an expense in computing the ‘‘accounting”’ profit. 
“Accounting”’ profit is a concept of man-made legislation, of the courts, of the Securi- 
ties and Exchange Commission, of accounting organizations, a concept which has 
always been in evolution but more particularly so since the passage of the sixteenth 
amendment to the Federal Constitution in 1913 allowing the Federal taxation of 
income. ‘Economic’ profit, on the other hand, is a concept of a natural law of eco- 
nomics, and like the law of gravitation has remained and will remain unchanged 
over the ages. For an interesting analysis of the meanings of “‘profit’’ from the 
contrasting viewpoints of accountants, economists, lawyers, and businessmen see 
“Profits, a Semantic Problem Child”’ by Sidney I. Simon in Economics and the Public 
Interest, pp. 81-92, edited by Robert A. Solo (Rutgers University Press, New Bruns- 
wick, N.J., 1955). 

_ 18 “The final gain or loss of any undertaking can be determined correctly only when 
it [a concern] has been completed or its affairs otherwise wound up. In this sense the 
only true income statement of an enterprise is one showing revenues, expenses, and 
income or loss for the entire period of its existence. Likewise, all balance sheets pre- 
pared during the operating life, and including unamortized costs of production factors 
such as materials and plant, are subject to inherent limitations, For obvious reasons 
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sources has been included. Such income statements have increased in 
number in recent years as a result of the policy fostered by the American 
Institute of Certified Public Accountants, the American Accounting Asso- 
ciation, the Securities and Exchange Commission, and an increasing 
number of practicing accountants of suggesting that all credits and all 
debits go through the income statement. Occasionally qualifying terms 
are used such as net profit before depreciation or before taxes. In such cases 
the analyst must adjust the figures to obtain the real net profit or loss, 
often a difficult task that can be done only to an approximate degree. !4 

Many business concerns that have shown high or satisfactory net 
profits during a period of stable or rapidly advancing prices have been 
hard hit during a succeeding period of a general business recession. 
This change from apparent profits to losses is largely explained by the 
unwarranted expansion in fixed assets, often on long-term borrowed 
funds, the overbuying of inventories, and the multiplication of man- 
agerial expenses. Fixed charges often increase greatly when a business 
enterprise is on the up and up, and it becomes extremely difficult to 
reduce these charges appreciably’ when sales begin to shrink. Many 
business enterprises have appeared to be enjoying high profits until they 
failed. On the other hand, there are numerous examples of concerns 
where conservative, knowing managements have been quite content 
to restrict sales during a period of inflated prices and overexpanding 
business activity, to conserve their net working capital, to avoid any 
appreciable increase in their fixed assets, and to allow competitors to 
have their full share of abnormal trade. Business enterprises under such 
capable, farseeing managements have made little more than average 
profits when prices were rising but as a rule have suffered relatively less 
and often have had no losses during any succeeding period of declining 
prices and smaller volume of sales. 

16. Net Profit or Loss after Adjustments by Carry-back or Carry-forward 
Tax Privilege. The final figure described under the item Net Profit or Loss 
will generally be the last item in the income statement. As a result of 
Federal tax legislation in 1942 and subsequent years, carry-back and 
carry-forward privileges will follow in occasional instances as a supple- 
mentary item. The theory behind the treatment of this supplementary 


it is desirable, even necessary, to have an accounting at various stages in the history 
of an enterprise. Financial statements are thus for the most part interim reports and 
reflect a division of the life of an enterprise into more or less arbitrary accounting 
periods. The period of a year has been generally adopted for the presentation of 
complete financial statements.’’—Daniels, op. cit., pp. 5-6. 

14 A successful wholesale distributor of wines and liquors recently set up a reserve 
for Federal income tax for the first 11 months of a fiscal year of $45,000. After this 
deduction the net profits for the 11 months amounted to $262,790. The audited figures 
for the entire fiscal year subsequently issued disclosed a reserve for Federal income 
tax of $196,313, leaving a net profit for the 12 months of $73,699, which was 72 Ber cent 
smaller than earlier reported net profit for the first 11 months ‘of the oa fe abt 
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item has been carefully considered by the Committee on Accounting 
Procedure of the American Institute of Certified Public Accountants, as 
follows:!® 


While claims for refund of income taxes ordinarily should not be included in the 
accounts prior to approval by the taxing authorities, a claim based on the carry- 
back provisions of the Internal Revenue Code presumably has as definite a basis 
as has the computation of income taxes for the year. Therefore, amounts of 
income taxes paid in prior years which are refundable to the taxpayer as the 
result of the carry-back of losses or unused excess-profits credits ordinarily should 
be included in the income statement of the year in which the loss occurs or the 
unused excess-profits credit arises. Either of two treatments is acceptable: (a) 
the amount of taxes estimated to be actually payable for such year may be shown 
in the income statement, with the amount of the tax-reduction attributable to 
the amounts carried back indicated either in a footnote or parenthetically in 
the body of the income statement; or (b) the income statement may indicate the 
results of operations without inclusion of such reduction, which reduction should 
be shown as a final item before the amount of net income for the period. 


Where taxpayers are permitted to carry forward losses or unused excess-profits 
credits, the committee believes that, as a practical matter, in the preparation 
of annual income statements the resulting tax reduction should be reflected in 
the year to which such losses or unused credits are carried. Either of two treat- 
ments is acceptable: (a) the amount of taxes estimated to be actually payable for 
such year may be shown in the income statement, with the amount of the tax 
reduction attributable to the amounts carried forward indicated either in a 
footnote or parenthetically in the body of the income statement; or (b) the 
income statement may indicate the results of operations without inclusion of 
such reduction, which reduction should be shown as a final item before the amount 
of net income for the period. However, where it is believed that misleading infer- 
ences would be drawn from such inclusion, the tax reduction should be credited 
to surplus [retained earnings]. 


The author agrees with the above statement of policy, with the excep- 
tion of the last sentence to the effect that claims may be credited to 
surplus [retained earnings]. It is his considered opinion that in all instances 
the item should be run through the income statement. If such an item 
does appear in the surplus [retained earnings] account of a corporation 
under analysis, the analyst should adjust the income statement to include 
the item. The theory behind this practice is discussed in Chap. XXIII. 


THEORY AND PROBLEMS 


1. Name the three broad sections of the income statement and describe each section. 


2. Why should depreciation be deducted as an item of cost before rather than after 
showing net operating profit? 


18 Accounting Research and Terminology Bulletins, pp. 91-92 (American Institute of 
Certified Public Accountants, New York, 1961). 
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3. State the arguments for and against including cash discounts earned and given in 
the Final Net Profit or Loss section of the income statement. 


4. Give the meaning of the following terms used in the compilation of an income 
statement: 


Gross sales 

Net sales 

Cost of sales 

Gross profit 

Selling expenses 
Operating profit 
Extraordinary charges 
Net profit or loss 


PS pow fo Ss 


5. Describe four typical extraordinary charges. They may he either credits or debits, 
or both. 


6. In your opinion, is the balance sheet or the income statement the most important 
financial statement? In other words, if you could obtain only one financial state- 
ment, would you prefer to have the balance sheet or the income statement? Give 
the reasons for your answer. 


7. The income statement shown below was submitted in an annual report to stock- 
holders. Study this financial statement and then answer the following questions: 


a. If this income statement had been complete, what would have been the first 
item in it? 

b. What would represent the difference between this first item and net sales? 

c. Is it sound accountancy to group together in one item cost of merchandise sold 
and buying, advertising, and occupancy expenses? Explain your answer. 

d. Is it possible to determine the gross profit from this schedule? 

e. If possible, determine the operating profit from this schedule. 

f. The surplus account included charges for adjustment of Federal income taxes 
for prior years of $2,711, and premium on preferred stock purchased of $26,426. 
Should either or both these charges have been included in the income state- 
ment? Explain your answer. 


Income Statement 


INe tesa lesieienen: ert e tee ee ech a eee ttt yee ch Alton AE Bec untewies SE mei t,o $24 , 405,072 
Deduct: 
Cost of merchandise sold and buying, advertising, and 
occupancy expenses. 3 ee eae Slit, 645474 
Selling, general, and administrative expenses NE Oh eS: 4,176,862 
Depreciation of buildings. . ; $5 ab 173),437 
Taxes (other than Federal and state i income SER 473,650 22,388,423 
$ 2,016,649 
Deductionme:munclhudmetloodsrexpense) eaten ener te ne ere 89 , 594 
$ 1,927,055 
DONS TEASE a CO OE, AEE ere as FB eo tor ots oie eae eee 40,183 
$ 1,886,872 
Deduct: 
Hederaleincomestaxes: mien ere rs eer ee oe $ 244,774 
Statenmcometaxesar... eens: Se ee em nn eee aa 128,435 373 , 209 


Profit for year carried to surplus...........-.....-+++++-++++see- $ 1,513,663 


CHAPTER XIX 


Analyses of Income Statements 


The income statement is the mathematical interpretation of the policies, 
experience, knowledge, foresight, and aggressiveness of the management 
of a business enterprise from the point of view of income, expenses, gross 
margin, operating profit, and net profit or loss. The final net profit or loss 
is the ultimate measure of the skill of the active management. A time 
always comes when the concern which is taking continuous losses must 
lock both the front and the rear doors and disappear from the field of 
active economic competition. Under these circumstances it would be most 
unusual if an analyst were not more favorably disposed toward the enter- 
prise with the better operating record, although the financial condition of 
an occasional apparently successful concern will become progressively 
more unbalanced as a result of investing year after year greater funds in 
fixed assets than are retained in the business after dividend disbursements. 

Moreover, the income statement is of special importance to the analyst 
who is interested in obtaining a long-range view of a business enterprise. 
It is essentially an interim report. Profits or losses are not fundamentally 
the result of operations during any short period of time. Allocations as be- 
tween years of both charges and credits affecting the determination of 
profits are, in part, estimated and conventional and are based on assump- 
tions as to future events, which may be validated or invalidated by expe- 
rience.' While the items of which this is true are usually few in relation to 
the total number of transactions, they are sometimes large in relation to 
the other amounts in the income statement. 

Short-term creditors, such as suppliers of raw material and merchan- 
dise, and commercial banking institutions that extend 3 to 6 months’ un- 
secured loans, generally pay more attention to the condition of the balance 
sheet to support the extension of credit. Owners of long-term secu- 
rities such as a funded debt, preferred stock, or common stock are in- 
clined to pay more attention to the income statement. 

The longer a claim is likely to continue, the more sustained will the 


‘See discussion in Chap. XXIV, ‘‘Synthesis.’’ 
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interest be in the earning figures. The operating management and the 
stockholders will generally have the longest interest. Investors purchase 
securities in a corporation not merely to maintain their principal but also 
to obtain an income over the years, with possible appreciation. Any real 
diminution in that income generally affects the market value of their 
securities. 

Where neither an income statement nor a reconciliation of surplus has 
been furnished an analyst, both progress and decline are, at times, easily 
concealed. An increase in surplus in the balance sheet might be due, not to 
earnings, but to the sale of additional stock or to the write-up of certain 
assets. Conversely, a reduction in surplus might result not from an operat- 
ing loss, but from dividends or withdrawals in excess of earnings, a down- 
ward revaluation of assets, or miscellaneous charges made through the 
surplus account. 


MANIPULATION OF PROFIT FIGURES 


In a fascinating and comprehensive volume entitled Security Analysis, 
two authors devote eight chapters to the “Analysis of the Income Ac- 
count.’’? Their ‘‘analysis,’”’ however, is only nominally concerned with 
variations in the expense items and their relations to net sales. Their pri- 
mary objective is to acquaint the reader with those “‘artifices’’ and ‘‘ win- 
dow dressing”’ devices designed to misrepresent earnings and to conceal 
losses, devices that every analyst hopes and anticipates will gradually 
disappear in the evolution toward more uniform accountancy that is 
taking place. 

Because of the lack of standard practice in handling the intricate prob- 
lems involved in corporate accounting, ‘‘there are unbounded opportuni- 
ties for shrewd detective work, for critical comparisons, for discovering 
and pointing out a state of affairs quite different from that indicated” by 
audited figures. Every stockholder, investor, speculator, and analyst 
should realize that net profits have been and still are subject “‘in extraor- 
dinary degree to arbitrary determination and manipulation.” The two 
devices that are most commonly used for this purpose and that are of the 
utmost importance to the analyst are: 


1. Making charges to the surplus [retained earnings] account, instead of to the 
income statement, or vice versa. 

2. Overstating or understating depreciation, depletion, amortization, and other 
reserve charges. 


2 GRAHAM, Bensamin, and Davin L. Dopp, Security Analysis, 3d ed., Chaps. 9-15, 
21 (McGraw-Hill Book Company, New York, 1951). 
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Charges to Surplus [Retained Earnings] 


The apparent leeway allowed operating managements to decide whether 
certain extraordinary charges should be made to current operations 
through the income statement or should be made as adjustments to the 
surplus [retained earnings] account will be discussed in Chap. XXIII. 
Suffice it to state at this point that any charge to surplus [retained earn- 
ings] from the point of view of our analysis, should be made to the income 
account. Charges for reserve for inventory depreciation, expenses of 
carrying unused plant facilities, extraordinary write-downs on fixed assets, 
and reserves for contingencies, one and all, as explained in the preceding 
chapter, should be deductions in the income statement to arrive at a final 
net profit figure. If a study of net profits is being made over a period of 
years, and it is possible to prorate or to make these charges to the appro- 
priate year or period, more accurate figures for net profits will, of course, 
be obtained. We are basically concerned with four figures, gross margin, 
operating profits, net profits after Federal and State income taxes but 
before extraordinary charges, and net profits after all charges. The 
manipulative device of making charges to surplus greatly affects the 
amount of the ‘‘reported”’ net profits. 

Charging Reserves to Surplus [Retained Earnings]. Suppose that a corpo- 
ration opened year A with an inventory of $1,000,000 and also closed year 
A with an inventory of $1,000,000. On the basis of these inventory figures, 
a final net profit of $100,000 is recorded from operations for the year. 

Suppose, however, the management had opened year A with an inven- 
tory of $850,000 instead of $1,000,000, the difference of $150,000 repre- 
senting a reserve for a possible drop in inventory values which was charged 
to the surplus [retained earnings] account at the end of year B, when no 
such reserve had been needed, and immediately absorbed as an offset to 
the inventory of $1,000,000 to bring the book figure down to the $850,000 
level. On this beginning inventory of $850,000 in year A and the same 
inventory of $1,000,000 at the close of year A as outlined in the preceding 
paragraph, the final net profit for the year would now be $250,000, or 214 
times as large as the actual net profit. This manipulation, which is not 
exactly unusual in accountancy, constitutes a practice of taking funds 
from surplus [retained earnings] and reporting these sums at a later date 
as net profit. The charge to the surplus [retained earnings] account goes 
unnoticed by all but the skilled analyst. 

The reserve of $150,000 could be set up to hide current profits, or it 
could be set up by the management in the sincere belief that prices were 
high and that a drop would probably take place within the following 12 
months or so. In other words, the reserve was set up before the actual loss 
was realized. In either case, if the charge is made to the surplus [retained 
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earnings] account, the results are identical. If the shrinkage in inventory 
valuation takes place, it is charged to the reserve which was created for 
this contingency, with the result that the loss in inventory is not reflected 
in the income account for any year; it is charged indirectly to surplus 
[retained earnings]. Where this practice has been used, earning figures 
based solely on the income statement are not strictly comparable from 
year to year.® Similarly, for this same reason, income statements of con- 
cerns in the same industry are not always comparable. 

By setting up an income statement in the manner explained in the 
preceding chapter, that is, by putting all charges through the income ac- 
count and no charges through surplus [retained earnings], this situation 
cannot arise. Net profits determined by this technique will vary some- 
what from the actual net profits earned in respective years, but they will 
be more in accord with actual facts than figures determined by other 
existing accounting theories. 

Subtle Effect of Downward Appraisals. A similar subtle situation arises 
where fixed assets are reappraised, revalued, and written down for “‘con- 
servative practices.”” Such a write-down results in an increase in net 
profits in the immediately future years to the extent of the decrease in 
yearly depreciation taken into the income statement, and to the extent of 
the permanent disappearance of the depreciation on the amount of the 
property written off. The dangers inherent in accounting methods of this 
sort are the more serious because they are so little realized by the public, 
so difficult to detect even by the expert analyst, and so impervious to legis- 
lation or stock exchange corrections. In other words, the management of a 


3 From the standpoint of the effect upon net profit figures, a similar situation is 
obtained by undervaluing inventory at the end of an accounting period without the 
use of a reserve. Such a situation was clearly apprehended by Max Rolnik during an 
interesting round-table discussion on the subject “‘Inventory—What Is the Lower, 
Cost or Market?’’ held by the American Institute of Accountants on Oct. 20, 1937. 
“T don’t think,” said Mr. Rolnik, “‘we ought to let this meeting go by without some 
comment on the point that, while we accountants are concerned with seeing that the 
balance sheet and the income statement do not overstate the net worth and income, 
we must be careful not to get into a situation where we overstate the income for the 
subsequent periods. If we reduce the inventory below the market so as to show a con- 
servative balance sheet for our bankers and a conservative income account for our 
stockholders, there is a likelihood that the following income statement will be over- 
stated. In other words, we will have started the following year with an unduly low 
inventory, and as a result, realization of that inventory will give us profits in the 
subsequent year which are not true profits. They are due to what I may say is a book- 
keeping adjustment. ... Many companies are getting into the same situation 
because they have written down their plant values so low, in some cases down to a 
nominal figure, that they will not have any depreciation for the next five, ten, or 
fifteen years. They are going to overstate their income in the subsequent years and 
lead the unaware into believing that the concern is stronger and healthier, and the 
management abler, than they really are.’’—American Institute of Accountants, Fiflieth 
Anniversary Celebration Volume, 1937, p.355 (American Institute of Certified Public Ac- 
countants, New York, 1938). 
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business enterprise may spend several hundred thousand dollars for real 
estate and plants and then decide that these prices were excessive, that 
their judgment was poor or warped by the conditions and the times. They 
may then proceed to write off the excess value of the plants by a charge 
to surplus [retained earnings], and by so doing, decrease future yearly 
depreciation charges and increase the net profits correspondingly. Finan- 
cial statements submitted by registrants to the Securities and Exchange 
Commission under these circumstances must include information as to 
how much smaller the net profits would have been if the former values 
had been retained. 

Effect of Writing Off and Writing Up Depreciable Assets. Under this 
same heading comes the practice of making one charge to surplus [retained 
earnings], to wipe off such items as leaseholds, leasehold improvements, 
organization expenses, development expenses, underwriting expenses, and 
other intangible items that have been acquired by purchase. Under sound 
accounting theory, the cost of these items should be charged to the in- 
come statement over an appropriate number of years. By making one 
charge to surplus [retained earnings], the income statement is relieved of 
the future charges over the appropriate number of years and earnings for 
these years are correspondingly inflated. 

A variation of this classic theme occurs when a certain type of expense 
that has been charged consistently, year after year, to the income state- 
ment is now partly or entirely capitalized and carried in the balance sheet, 
to be written off gradually over a period of years. For many years it was 
the general policy of oil-producing companies to charge drilling costs to 
expense. In more recent years many companies have begun to capitalize 
these costs and to amortize them by annual charges. Net profits for the 
two years, one when the costs were expense and one when the costs were 
capitalized, are hardly comparable. Likewise, before the net profits of two 
oil producers can be compared one must be sure that both producers have 
handled this item in a similar manner, including the number of years being 
used to amortize these costs. 


Overstatements and Understatements 


Overstatements and understatements of depreciation, obsolescence, deple- 
tion, and reserves for other purposes, such as for future losses and con- 
tingencies, are easily understood as a manipulative device, but not so 
easily noticed except by a most comprehensive study. To decide whether 
a particular charge for depreciation or depletion is adequate is often a 
matter of technical knowledge after the information has finally been ob- 
tained. This knowledge is more likely to be part and parcel of the equip- 
ment of the industrial engineer than of the financial analyst. What the 
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analyst must and can at least do is to observe any deviations from past 
policies. Both the New York Stock Exchange and the Securities and Ex- 
change Commission have insisted that any changes in accounting prac- 
tices or charges from one year to another, of which these are the more 
important items, must be made known to stockholders of corporations 
which come under their circumspection. Obviously, whenever deprecia- 
tion charges are overstated, or understated, reported net earnings are 
correspondingly distorted. 

Rates of depreciation vary from product to product and from industry 
to industry. Within very general limits the average factory building de- 
preciates at an annual rate of from 3 to 5 per cent; furniture, standard 
machinery, and equipment depreciate at the annual rate of 8 to 12 per 
cent; and patterns and tools generally depreciate at the annual rate of 20 
to 30 per cent, although 100 per cent is not unknown or unusual. 

There are various well-known engineering methods for computing de- 
preciation. The commonest method is to divide the original value of the 
unit by the number of years of its theoretical life, and to allow an equal 
annual amount of depreciation for each year. In another case, the annual 
depreciation may increase by a graded amount each year, on the assump- 
tion that the rate of depreciation is greater the longer the property is in 
use. In still another case, the depreciation may be graded in the opposite 
direction, that is, the highest depreciation may be taken during the first 
year, and steadily decreasing percentages in each succeeding year. Finally, 
with small business concerns, depreciation often is taken intermittently, 
depending upon earnings from year to year; this method, which is ob- 
viously unsound, has no scientific basis and today no representative cor- 
poration would use it.4 

At times, an amount representing a reserve for contingencies is charged 
to net income when no such reserve is appropriate or required. When such 
a provision is not properly chargeable to current revenues, the net income 
for the period is obviously understated by the amount of the provision. 
If such a reserve is set up and certain charges are made against it in sub- 
sequent years, it is evident that profits for such periods may be signifi- 
cantly increased by mere whim.® 


4 The principal methods by which yearly depreciation is determined are known as 
straight-line, declining balance, sum of the years digit, unit of production and hours 
of service, and gross operating revenue. For a brief description of these methods and 
the situations under which most of them are applicable, see Norman J. Lenhart and 
Philip L. Defliese, Montgomery’s Auditing, 8th ed., pp. 273-277 (The Ronald Press 
Company, New York, 1957). 

5 The Committee on Accounting Procedure of the American Institute of Certified 
Public Accountants reviewed this problem of accounting. They expressed the opinon 
that general contingency ‘‘reserves such as those created: (a) for general undetermined 
contingencies, or (b) for any indefinite possible future losses, such as, for example, losses 
on inventories not on hand or contracted for, or (c) for the purpose of reducing inven- 
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Before their useful span of life is taken up by depreciation many ma- 
chines must be retired because of the development of other machines 
that can produce the same product at a lower unit cost. Many machines, 
moreover, must be retired early because of a decrease in demand for the 
product that the machines produce. Obsolescence due to either or both of 
these causes cannot be forecast except in a general way. It is not custom- 
ary to measure and to provide for obsolescence separately. Depreciation 
generally includes an allowance for obsolescence. Because of the nature of 
this charge, it can easily be overlooked, purposely or accidentally, and the 
result is an inflated net profit figure over a period of years, until obsoles- 
cence becomes so great that adjustments must then be made. Then that 
charge is often made by managements direct to surplus. 


Net Profits after All Charges 


In many business enterprises, part of the operating income arises from 
what may be termed outside operations, that is, from operations outside 
the principal activity of the concern. Income from outside operations may 
refer to the operation of an office building owned by a manufacturer of 
chemicals, to the operation of a radio broadcasting station by a manu- 
facturer of furniture, to investments, and to rent. While the amount of net 
profits from all sources is the measure of managerial capacity, earnings 
from the main operations of a business are usually more stable than in- 
come from other sources in analyzing the earning power of an enterprise. 
A satisfactory margin of operating profit, as the income from regular oper- 
ations is called, does not, however, always signify satisfactory earnings. 

The profit or the loss assumed on the sale of a factory or a piece of un- 
necessary real estate, or the loss assumed on a charge-off on bad debts that 
occurred 2 years ago is just as much a credit or a charge against the judg- 
ment and the efficiency of the management as the sale of unit products 
on a high gross margin of profit. When a concern has an operating profit 


tories other than to a basis which is in accordance with generally accepted accounting 
principles, or (d) without regard to any specific loss reasonably related to the oper- 
ations of the current period, or (e) in amounts not determined on the basis of any 
reasonable estimates of costs or losses, are of such a nature that charges or credits 
relating to such reserves should not enter into the determination of net income. 
Accordingly, it is the opinion of the committee that if a reserve of the type described 
[above] is set up: (a) it should be created by a segregation or appropriation of earned 
surplus, (6) no costs or losses should be charged to it and no part of it should be trans- 
ferred to income or in any way used to affect the determination of net income for any 
year; (c) it should be restored to earned surplus directly when such a reserve or any 
part thereof is no longer considered necessary, and (d) it should preferably be classified 
in the balance sheet as a part of shareholders’ equity.’”—Accounting Research and 
Terminology Bulletin, pp. 42-43 (American Institute of Certified Public Accountants, 
New York, 1961). 
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of $55,000 and suffers a loss of $85,000 on an investment in a bankrupt 
subsidiary, there is a net loss of $30,000 for the year from the point of view 
of the complete operations of the business enterprise. A business may con- 
ceivably show operating profits each year for a number of consecutive 
years and retain all the operating profits in the business, but subsequently 
become bankrupt through unfortunate extracurricular activity which in- 
volves losses that are greater than operating profits. 


Consolidated Income Account 


In Chap. III, it was shown that if a corporation has 103 subsidiaries, the 
consolidated balance sheet might represent the condition of the parent 
company and all subsidiaries, or the parent company and only part—in a 
particular case, say, 50 of the 103 subsidiaries. In this case, the interest 
in the other 53 subsidiaries would be carried in the assets of the balance 
sheet as an item of investments. The complementary income statement 
would represent the incomes and expenses of the parent company and the 
50 consolidated subsidiaries with all intercompany sales and income elim- 
inated. Income derived from any of the other 53 subsidiaries would find 
its way into this partly consolidated income statement only in the form of 
such dividends as were declared and paid by these nonconsolidated sub- 
sidiaries and received by the parent corporation. This is the normal ac- 
counting procedure. 

Actually, however, the complete picture of income, expenses, and prof- 
its is never available unless the analyst has a consolidated income state- 
ment of all subsidiaries, and, even more desirable, a consolidating state- 
ment that shows the individual items for each corporation as well as the 
consolidated figures of all. By this process all income and expenses of the 
entire group of related corporations appear in consecutive financial 
statements. 

Where the income and expenses of the parent corporation and only cer- 
tain of the subsidiaries are consolidated, it is always possible to omit the 
operating figures of profitable or unprofitable subsidiaries. This is an 
omission that may easily give a misleading picture to the partly consolli- 
dated income statement. For example, if the income statements of 10 
of the subsidiaries are not consolidated and these 10 subsidiaries earned 
$1,000,000 during the accounting period and paid no dividends, generally 
no part of this $1,000,000 would find its way into the partly consolidated 
income account. A partially consolidated income statement may be quite 
misleading. 

Even more questionable is the practice, which is occasionally followed, 
of issuing a consolidated income statement of the parent corporation and 
certain subsidiaries for one accounting period, and of the parent corpora- 
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tion and certain other subsidiaries for the following accounting period. 
Such a policy makes it impossible to compare the financial statements in 
successive years. In this situation it is imperative to have individual in- 
come statements of every subsidiary and a completely consolidated in- 
come statement of the entire group of related corporations for the succes- 
sive years. 

If, however, the income and expenses of all subsidiaries are consolidated 
with the figures of the parent company every year, the figures are abso- 
lutely comparable from year to year, even though new subsidiaries might 
be organized or acquired and old ones sold or dissolved during different 
periods. At the same time, as a supplemental schedule, an individual in- 
come statement of the parent corporation is always desirable in order to 
learn the exact income and expense items of the parent legal entity and 
the amount of dividends legally received, if any, from each subsidiary. 


INTERNAL ANALYSIS 


It has been said that in each industry, only one business enterprise is 
the most efficient and has the lowest cost. All others have higher costs; 
some are in serious need of experienced control. Furthermore, all too fre- 
quently, the producers with high costs are those that complain about low 
prices in the industry, although their complaints and their problems could 
be solved by an adequate control of their operating costs. This situation 
is realized and brought to the front by the qualified internal analysis of the 
income statement. 

In the comparative analysis of income statements, important upward or 
downward changes in dollars and in percentages are investigated and 
studied to ascertain their causes. In an internal analysis of an income 
statement, all items are expressed as percentages of net sales. Hach per- 
centage is then compared with some predetermined base to ascertain 
whether particular items of expense are heavy, about normal, or low. Such 
an analysis is predicated upon the assumption that if any particular item 
of expense is abnormally large and some other item or items of expense are 
not smaller by the same approximate amount, the net profit will be pro- 
portionately smaller. 

In this chapter we shall review three different sets of income statements, 
each illustrative of different features of analysis. The first case, a small re- 
tail men’s furnishing shop, will illustrate the technique of internal analysis. 
The second case, a department store, will illustrate the technique of com- 
parative analysis. The third case, a magazine publishing company, will 
illustrate the necessity of adjusting the reported income statement by the 
charges made to the surplus account, in order to obtain basic figures for 
analysis. 
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Retail Men’s Furnishing Shop 


The income statement in Schedule 65 contains the principal items of in- 
come and expenses of the Men’s Furnishing Shop, Inc., for 1 year. This 
concern closed its fiscal year with a tangible net worth of $28,723. The 
first item in the income statement is gross sales for the year amounting to 
$80,752. From these gross sales, returns of $2,246 are deducted to give 
the net sales of $78,506. Cost of goods sold amounting to $55,033 is now 
deducted from the net sales to give the figure of gross profit of $23,473. 

From the gross margin two items are deducted, an all-inclusive item of 
operating expenses of $25,522 and provisions for doubtful accounts of 
$251. The result is an operating loss of $2,300. Income credits for cash 
discounts earned amounting to $561 bring this figure down to $1,739, and 


Men’s Furnisuine SuHop, Inc. (Schedule 65] 
Income Statement for Year Ended December 31, 19— 


Per 

Amount Cont 
Ghoss Salise-cs Se Se eer Se een ee A ere $80 , 752 102 .86 
FVECUEN Same eeee en ete ee a. fee ek Oe eects s 2,246 2.86 
ING ISSUE 5 wrens siashace Brake Mab rd eet ie ale ae eet chen ea ar ar 78, 506 100 .00 
Cosco Goods: Soldier erase. Les wee tage. aan arent 55,033 70.10 
(GUea gE INNES. ona c. hapats 8 okt bea CORE ae AeA Bee SAI 23,473 29.90 
@ pera lin CSL enSes or ott ae Ny I ee gE Bac ola ower 25,522 Sono 
Provisiontor DoubtiuleAccounts:cs-) see. ae ee. PAS 0.32 
OMELET UI URE TOLL Me teem eck inee: OPE ee Me ice ge saci NaS oe Ee (L)2, 300 (L)2 .93 
Income Credit: Cash Discounts Earned................... 561 0.71 
Tope Ge pe A RES, Be Opal ee ea ng (L)1, 739 (L)2.22 
inberesteald er rarete eye ree cata wpe eomretar cca oh 302 0.38 
Ne EMC OSS epee ety ern es Pa it Se onde, Bl PE 9 re em nto (L)2,041 (L)2.60 


interest paid of $302 increases the figure to $2,041, which is the net loss 
for the accounting period. There are no Federal income taxes, as opera- 
tions resulted in a net loss for the year. 

To make an internal analysis of these figures, every item in this sched- 
ule must be set up as a percentage of net sales. This has been done in the 
column to the right of the actual dollar figures. Gross sales of $80,752 be- 
come 102.86 per cent, returns of $2,246 become 2.86 per cent, and net 
sales of $78,506 become 100 per cent. Each successive item in the financial 
statement also becomes a per cent; cost of goods sold 70.10 per cent, 
gross margin 29.90 per cent, operating expenses 32.51 per cent, provisions 
for doubtful accounts 0.32 per cent, and so on down to the net loss of 
$2,041, which becomes a percentage loss for the accounting period of 
2.60 per cent. 

Every business enterprise is operated for the purpose of earning a net 
profit. Where a net loss is assumed, an analysis of the figures should indi- 
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{Schedule 66] TyricaL OPERATING Exprensss FoR 28 Lines or ReratL TRADE 
(Based on Percentage of Net Sales) 
Most Recent Surveys of Respective Lines from 1956 to 1964 


Components of Gross Margin 
Cost | Gross 
of | Mar- | Total All Net 
Year |Goods gin Sala- Occu- Naveri@Oibeulseront 
Line of Business of Solde = epee tising | Ex- | before 
Sur- un Os penses | Taxes? 
vey Wages 
Per Per Per Per Per Per Per 
Cent | Cent | Cent | Cent | Cent | Cent | Cent 
Appliance and Radio-Television Dealers .| 1963 | 74.4 | 25.6 | 13.0 3.0 eG 5.0 1.9 
Automobile: Dealersds.: 2c) ae ee ee 1964 | 85.3 | 14.7 AO 0.9 0.8 4.2 1.8 
GameracStores¢. shiver oe one neat inne 1964 | 68.9 | 31.1 4.8 3.2 130 (eel) ipa 
Children’s and Infants’ Wear Stores/..... 1957 1) 67.5 |32"5) 116-6 6.9 ies 6.0 ila 
Department stores?s jase © eee ee: 1964 | 64.6 | 35.4 | 17.1 n.a. 2.4 10.4 5.4 
Discount Department Stores*........... TOG Se 7 nSalozOn | LOS 4.8 PAA 1.4 2 
ADT PBLOLOR Loe eee ee Kio hee ees Oo ae 1964 | 63.9 | 36.1 | 19.4 Zao 1.6 vee) Sak 
Dry Goods and General Merchandise 
COLES Lins oe eee tt ee eee et nea 1957 | 7ON5: |) 2955 | 17-2) 425 1:3 4.6 1.9 
amily Clothing Stores, .. 53... 0. ture 1956 | 69.4 | 30.6 | 17.1 4.2 15 5.1 ef 
HATES Up Dyas COLCSiin cc -yshens ister eeeioeiers ous 1956 | 84.1 | 15.9 9.0 16 0.3 3.5 1.5 
Farm Equipment Dealers’.............. 1964 | 86.4 | 13.6 6.0 0.5 0.5 3.3 3.3 
EMOXIS GS Sor etn. rence APR ea auch as ict eee ine 1962 | 43.8 | 56.2 | 16.2 5.4 22 18.7 | 13.7 
HAITI Urem SLOLES eka mre eto teers 1961 | 61.5 || 38.5 | 20.0 4.2 3.5 8.8 2.0 
Gasoline Service Stationss/.............. 1956 | 76.8 | 23.2 | 14.1 4.0 0.5 3.5 ibsal 
Gift, Novelty, and Souvenir Stores/...... 1957 | 60.0 | 40.0 | 20.8 8.7 No) 7.4 1.9 
Hardware. Stores pws ac Ne meee en 1964 | 68.4 | 31.6 | 18.4 3.0 17.6 5.5 3.1 
Men’s Wear Stores Handling Men’s Wear 
Onilyc Bee ae ee Lee ee thee 1964 | 64.6 | 35.4 | 16.9 | 2.7 PASS 7.9 5.2 
Men’s Wear Stores Also Handling 
Womens TW Ealiena meen cen conti a 1964 | 63.6 | 36.7 | 18.1 3.2 3.1 (yet 2.6 
IMMSICASHONES/ Asay cee es Bonin lh ah ee 1956’ || °64-2) |-35:.8 | 1828 5e2 Ppl OP 2.5 
Office Supply and Equipment Stores¢..... 1964 | 64.1 | 35.9 | 21.4 D2 iO) 8.9 2.4 
Paint and Wallpaper Stores/............ 1956 | 66.9 | 33.1 | 18.3 4.9 1.4 5.5 3.0 
Prescription Pharmacies?............... 1964 | 56.2 | 43.8 | 25.0 | n.a. n.d. 15.3 3.5 
ShoewStoress ky se ea a es 1964 | 63.7 | 36.3 | 17.6 | 3.9 2.8 6.0 6.0 
Svecialty eStores apm la tations | L004) (64645 So .Om lino: mvs. Fete PEt} 2.6 
Sporting Goods Stores*................. 1964 | 70.5 | 29.5 | 14.4 Qe 16 UP 4.2 
Supermarketsh serrece dae oe aes OO oa eS Oran ml OnemlNmuiey Shs tss 2270 13.7 1.8 
SE OV SCOTS tir te rok einer eh ein he ea 1960 | 64.4 | 35.6 | na. 8.7 233 n.a. n.a 
Women’s Specialty Stores’.............. 1959 | 62.8 | 37.2 | 18.6 3.6 239 LO thea 


2 The percentage figures under ‘‘Cost of Goods Sold’’ are identical with the corresponding figures 
under ‘‘Cost of Materials’”’ in Schedule 6, p. 159. These two terms are synonymous. 

> Net profit before taxes is shown here, rather than net profit after taxes, for purposes of comparison. 
The various sources from which these figures have been compiled use both unincorporated businesses 
(partnerships and proprietorships) and corporations in their studies. Since income taxes paid by owners 
of unincorporated businesses are not based on business profits alone, the figures of both unincorporated 
businesses and corporations can be utilized on a comparable basis only before income taxes. 

¢ National Appliance & Radio-TV Dealers Association, Chicago. 

4 National Automobile Dealers Association, Washington, D.C. 

¢ Eastman Kodak Company, Rochester, N.Y. Ratios for stores with annual sales below $100,000. 
(Owners and/or managers’ salaries and withdrawals are excluded from expense and net profit 
calculations.) 

‘Dun & Bradstreet, Inc., New York. 

9 Controllers Congress, National Retail Merchants Association, New York. 

4 Marketing Department, University of Massachusetts, Amherst, Mass. 
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cate the reasons for the loss so that corrective measures may be taken. In 
this case, either the net sales were too low for the tangible net worth, or 
some one or several of the items of expense were excessive. A study of the 
balance sheet as of the same date as the income statement indicated no 
unusual situation; the receivables were in healthy shape and bad debt 
losses of $251 or 0.32 per cent were clearly moderate; the value of the fixed 
assets was low, so yearly depreciation was relatively small; and the mer- 
chandise was being turned over a satisfactory number of times. 

When no explanation is evident in an unsound balance sheet, the ana- 
lyst must concentrate on the income statement. All items of expense shown 
in this concentrated schedule seem to show a normal relationship to the 
net sales with one exception, and that exception is the cost of sales at 70.10 
per cent. Cost of goods sold in a well-operated retail men’s furnishing 
shop ranges from 64 to 66 per cent. In other words, this one item of ex- 
pense was approximately 5 per cent excessive. If the cost of goods sold 
had been 5 per cent lower, the result of operations would have been a 
net profit of 2.40 per cent instead of the net loss of 2.60 per cent. Oper- 
ating expenses at 32.51 per cent, provision for doubtful accounts at 0.32 
per cent, and interest at 0.38 per cent were all in SNe proportion 
to net sales for a men’s furnishing store. 

The reason why the cost of goods sold was excessive could be ascer- 
tained only by a detailed study of cost and selling prices of the individual 
items handled by the store, but it is clear that this one figure was heavy. 
On the one hand, the markup might have been too low, and on the other 
hand, the buying policy might have been unsound and high prices might 
have been paid for the merchandise. 


+ Eli Lilly & Company, Indianapolis. 

i National Farm & Power Equipment Dealers Association, St. Louis. 

k Florists’ Telegraph Delivery Association, Detroit. 

1 National Retail Furniture Association, Chicago, Ratios are for stores with annual sales below 
$250,000. 

m National Retail Hardware Association, Indianapolis. 

n Men’s Wear Magazine, New York. 
n.a. Not Available. 

° National Stationery and Office Equipment, Association, Washington, D.C. 

p American College of Apothecaries, Philadelphia. 

a4 Footwear News, New York. 

+ Controllers Congress, National Retail Merchants Association, New York. Ratios are for stores 
with annual sales below $5,000,000. 

s National Sporting Goods Association, Chicago. 

t Super Market Institute, Chicago. 

4 Playthings Magazine, New York. 

» Bureau of Business Research Bulletin, Graduate School of Business Administration, Harvard Uni- 
versity, Cambridge, Mass. 
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To the analyst who is familiar with income statements of retail men’s 
furnishing stores, this conclusion would have been clear at a glance. In 
many manufacturing and wholesaling enterprises selling a large number of 
concerns in any one line of business activity, there are credit specialists 
who are intimately familiar with expense items in that particular line. 
The credit manager of a candy manufacturer should have expense items 
of retail and wholesale candy dealers at his finger tips; the credit manager 
of a wholesale grocer should be familiar with the expenses of retail grocers; 
and the credit manager of a men’s clothing manufacturer should recognize 
normal expenses for retail men’s clothing stores. 


Standard Operating Ratios 


Standard or average percentage costs for different-sized sales groups for 
particular divisions of industry and commerce have been made available 
by trade associations and by universities interested in studying the oper- 
ating records of particular lines of business activity.® Similar studies have 
been made by Dun & Bradstreet, Inc., for many lines of retail trade. 

Schedule 66 on page 526 gives a summary of the typical percentages 
of operating costs for 28 lines of retail and service trades for the latest 
years that studies of respective lines have been made available from 1953 
through 1964. An increasing number of institutions and interested busi- 
ness organizations have been making studies of this nature in recent years. 
The income statements of concerns which operated both profitably and 
unprofitably for the year were used to determine these typical perceni- 
ages. In this summary the salaries of owners and officers and the salaries 
and wages of employees are grouped into one percentage, whereas in 
the detailed study these items often are separated. Likewise, under 
“All Other Expenses” have been grouped light and heat, taxes, bad 
debts, and other expenses, many of which were separate in some of the 
detailed studies. This schedule will, however, give an appreciation of the 
difference in typical costs of goods sold, typical gross margins, and gen- 
eral overhead expenses for different divisions of the retail and service 
trades, and an appreciation of the effect which a slight variance in expense 
percentages may have upon the final net profits of an individual business 
enterprise. 

The percentage of gross margin from one year to another might increase 
only 1.20 per cent. Such a figure may be small in itself, but it may repre- 
sent quite a substantial amount for a concern doing a large volume of busi- 
ness. A gain in gross margin may be brought about by a higher markup, 
by more careful buying on the part of management or the purchasing de- 


5 See footnote 8, pp. 504-505, 
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partment in larger businesses, and by reduction in manufacturing ex- 
penses in case of manufacturing concerns. 


COMPARATIVE ANALYSIS 


Income statements, like balance sheets, are of the greatest value when 
obtained over successive periods of time and so present comparative data 
at periodic intervals. Many corporations that publish annual reports to 
stockholders have in recent years presented their current income state- 
ment in comparison with that of one or more preceding years. The com- 
parative analysis of balance sheets consists in comparing the fluctuations 
in the amounts represented by individual items in successive financial 
statements. In the same way, successive income statements are set up in 
parallel vertical columns and explanations of important changes in indi- 
vidual items are carefully obtained. The changes may be set down in other 
columns in absolute numbers, as horizontal percentages of the correspond- 
ing items in selected base years, or, as more generally used, as vertical 
percentages of the particular year’s net sales. . 

It is not unusual for changes in accounting procedure to result in mate- 
rial differences in individual items from one year to another. If the figures 
are audited, it is the duty of the auditor to state in his report where differ- 
ent accounting practices have been used, together with the effect of the 
change on the current income statement. The Securities and Exchange 
Commission has prescribed: 


Any change in accounting principle or practice, or in the method of applying any 
accounting principle or practice, made during any period for which financial state- 
ments are filed which affects comparability of such financial statements with 
those of prior or future periods, and the effect thereof upon the net income for 
each period for which financial statements are filed, shall be disclosed in a note to 
the appropriate financial statement.’ 


Department Store 


The State Department Store, Inc., is located in an important city in one 
of the South Atlantic states. Operations are conducted on a tangible net 
worth slightly in excess of $700,000. For a period of 3 years ending year D 
operations were conducted with indifferent success, losses being assumed 
each year on steadily shrinking net sales. In year C, control of the store 
was sold to the owners of a chain of moderate-sized department stores, 
and operations were radically revamped. Several departments were elim- 
inated, others added, a generally lower priced line of merchandise was 


7 Regulation S-X, Rule 3-07(a), p. 4, Oct. 15, 1964. 
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substituted, and more emphasis was placed on daily advertisements in 
local newspapers. 

Notwithstanding these changes in merchandising policies, a consider- 
able loss was assumed in year C and the volume of gross sales continued 
downward. A change took hold in year B. The gross sales increased 
slightly to $1,439,675 and the net loss for the year was reduced to the 
rather nominal amount of $6,609. In year A, a remarkable change took 


{Schedule 67] Stare DEPARTMENT StToRE, INC. 
Comparative Income Statements for Years Ended January 31, 19— 


(B) (A) 
Two Years Ago One Year Ago Change 
Per Per Per 
Amount Cent Amount Cent Amount Cent 
Gross Sales.......... $1,489,675 108.74 $1,680,006 106.73 +$240,331 —2.01 
Returns and Allow- 
ANCES ase eee ae 115,989 8.74 105,935 6.73 — 10,054 —2.01 
Net Sales. . TUS 235686 51 00K00 ls 5745071 LOOR00R ee 50nS Somer 
Cost of Goods Sold. 859,047 64.90 1,007,872 64.03 + 148,825 —0.87 
Gross Margin. . 464,639 35.10 566,199 35.97 + 101,560 +0.87 
Operating Eiponses 543,447 41.05 533,369 33.88 — 10,078 —7.17 
Operating Profit...... (L)78,808 (L)& .95 32,830 2.09 + 111,688 +8.04 
Income Credits: 
Discount Earned... 39,331 2.97 32,669 2.08 + £426,662 —0.89 
Income from Leased 
Departments... . 31,963 D4. 494 46 , 669 2.96 + 14,706 +0.54 
Other Income...... 10,010 0) 745) 5,891 0.37 — 4,119 —0.38 
Profit after Income 
Credits saaeeper 2,496 0.19 118,059 7.50 + 115,563 +7.31 
Other Charges..... 9,105 0.69 7,709 0.49 — 1,396 —0.20 
INGCEELONU Rea ere (L)6,609 (L)0.50 1105350" 7-01 =F 116,959) 7251 


* Nore: No Federal income taxes in year B because of the loss and none in year A 
because of the carry-over of losses for previous years. 
place. Gross sales increased to $1,680,006 and the final results from oper- 
ations were the very substantial net profits of $110,350. Let us see how 
these changes took place. 

The income statement for year B and for year A are set up in compara- 
tive form in dollars in Schedule 67. Following each of these dollar columns 
appear the respective amounts of each item converted into a percentage 
of the net sales as explained under the procedure for internal analysis. An 
understanding of the significance of internal analysis is just as essential 
for a comparative analysis of income statements as for balance sheets. The 
last two columns in Schedule 67 give the changes in dollars and in per- 
centages of respective items between year B and year A. 

Internal Analysis for Year B, An internal analysis of the figures cover- 
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ing operations for year B would have pointed out to the skilled analyst 
that two items were abnormally heavy, the returns and allowances of 
$115,989, representing 8.74 per cent of net sales, and operating expenses 
of $543,447, representing 41.05 per cent of net sales. Excessive returns and 
allowances are a vulnerable spot in any line of business activity. They 
indicate wide dissatisfaction on the part of customers; that dissatisfaction 
is registered in terms of excessive handling costs, often in the sale of part 
of the returns as spoiled, handled, or poor merchandise. 

The deduction of returns and allowances of $115,989 from the gross 
sales of $1,439,675 left net sales of $1,323,686, or 100 per cent. From the 
net sales there was deducted cost of goods sold of $859,047. Cost of goods 
sold representing 64.90 per cent of net sales was in most satisfactory pro- 
portion, leaving gross profit of $464,639, or 35.10 per cent of net sales. 
Now came practically all other expenses—occupancy, advertising and 
publicity, salaries, delivery expenses—lumped into one sum of $543,477, 
or 41.05 per cent of net sales. If gross margin of 35.10 per cent was a 
normal figure then operating expenses of 41.05 were obviously wide of 
the mark. They were. Operating expenses for a department store of this 
size should range between 32 and 34 per cent. Because of these excessive 
expenses, operating profit became a red figure; even after substantial 
credits for discounts earned of $39,331, income from leased departments 
of $31,963, and other income of $10,010, a net loss of $6,609 was assumed 
on all operations for the year. 

These figures were analyzed in this very manner by the new manage- 
ment of the store. An objective was now set of increased sales in year A 
which would give a wider base for all expense items; at the same time, it 
was decided that operating expenses would have to be reduced. Purchases 
were to be more carefully supervised to obtain better merchandise and so 
reduce the volume of returns and allowances and expenses in handling. 
By a comparison of the items in dollars and percentage, now let us see 
what progress was made toward these objectives in year A. 

Comparative Analysis for Year B and Year A. Gross sales for year A 
totaled $1,680,006, an increase of 16.7 per cent over the gross sales for 
year B. For a management to set an objective of increased sales and then 
to go out and meet that objective is no simple task. Almost every concern 
in business is after increased sales on a higher margin of profit. To make 
and to meet such an objective is a real feat involving a high degree of 
initiative, ingenuity, aggressiveness, and skilled management. On the in- 
creased gross sales, the returns and allowances dropped from 8.74 per cent 
of net sales in year B to 6.73 per cent in year A. Here was progress. 

As a result of greater gross sales and smaller returns and allowances, 
the net sales amounted to $1,574,071 in year A, compared with $1,323,686 
in year B. Cost of goods sold was 64.03 per cent of net sales, and gross 
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margin 35.97 per cent, both percentages reflecting only nominal changes 
as compared with year B. 

When we come to operating expenses, the result was spectacular. The 
plan of cutting expenses on an increasing volume of business had been 
handled by the management in an exceptionally efficient manner. Oper- 
ating expenses were reduced from $543,447 in year B to $533,369 in year 
A, and on the increased net sales the percentage of operating expenses to 
net sales dropped from 41.05 to 33.88 per cent. Progress of this type is 
rarely encountered within the period of 1 year. At 33.88 per cent, operat- 
ing expenses were in line. 

The immediate effect was a change from an operating loss of $78,808 in 
year B to an operating profit of $32,830 in year A. To this operating profit 
were added discounts earned of $32,669, income from leased departments 
of $46,669, and other income of $5,891. From this total of $118,059 were 
deducted other charges of $7,709, giving a final net profit of $110,350, or 
the most satisfactory return of 7.01 per cent on the net sales in year A, 
compared with the net loss of $6,609, or 0.50 per cent, on net sales in 
year B. 

Here in six columns, two in dollar figures for successive years, two in 
percentage figures for successive years, and two columns representing the 
changes in dollars and in percentages, is the information arranged for a 
comparative analysis. The process involves the technique of arranging 
the figures in an income statement in the same sequence for the successive 
periods, and then having the dollar and percentage amounts of the same 
item in the same horizontal line. The process also involves the knowledge 
of internal analysis, so that the analyst would realize which items are 
excessive or out of balance for sound operations. 

These computations in the last two columns in Schedule 67 are often 
helpful for ready reference, as they show the changes at a glance. The 
gross sales, for example, show an increase of $240,331 in year A over year 
B, but at the same time show a decrease of 2.01 per cent on the basis of 
net sales. Each item in the income account is treated similarly, down 
to the net profit which shows a change in the form of an increase of 
$116,959, or 7.51 per cent, on the net sales. 


Percentage of Net Sales 


Taken by itself, an income statement in which each item has been com- 
puted as a percentage of net sales for internal analysis does not always 
convey very enlightening information unless the analyst is skilled in the 
line of business under scrutiny. When this method is pursued month after 
month, or year after year, the variations in the percentages, however, act 
as indications of a changing financial condition even to the analyst with 
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limited experience and knowledge. The longer the period of time which is 
covered by these comparative dollar and percentage figures, the more en- 
lightening does comparative analysis become. 


ADJUSTMENT OF AN INCOME STATEMENT 


The two cases that have just been discussed, the retail men’s furnishing 
shop and the department store, were both distributors of merchandise. 
Our third case is a manufacturing corporation. Before an analysis may be 
made, the income statement must be adjusted as a result of direct charges 
to the surplus account. 


MaGazZInE PusuiisHina Co., Inc. [Schedule 68] 
Adjusted Income Statement for Year Ended December 31, 19— 
Year A 
(GROCEAIST See Fait coe oe ee $8 , 792,670 
Returns and Allowances................... 191,940 
INIGS GEM Sh accorclidienase ii ol hn lame warm ant eee aa 8,600,730 
CostioisGoodsisoldineereer ance: al) ee 5,085,934 
Grosse Viargine ees. Host sii ose aels - Ss POOR 3,514,796 
Administrative and General Expense........ 2,055,316 a 
Sellincehixpense rr pray aa rete ater ede 1, 122),212 Sets Income 
Provision for Doubtful Accounts........... 44,870 
@peratincperontt. cee ese ae Reet 292,398 
Discounmtssarncdae wane ager wee toe ce 18,636 
ATOLL. oe RECS Veh ce en rats aan oan 310,034 
Heres bmiealG cope reese iS ne con oes cas 35,197 
Net Profit before Extraordinary Charges...... 274,837 
Extraordinary Charges: 
Loss on Foreign Exchange................. 19,315) Part II—From Surplus 
Additional Federal Taxes for Prior Years.... 21,138; (Retained Earnings] 
Write-off on Foreign Subsidiaries........... 84,530) Account 
Federal and State Income Tax............... 48,938} ate eae ee 
inaleNeteerontesmeren a) ee wo ee ne a. $ 100,916 | ee V—Adjusted Net 


This particular corporation is engaged in publishing and distributing 
three magazines of its own, and also in printing six magazines as a jobber 
of printing for others. The business has been operated successfully for a 
long period of years, although profits have fluctuated widely from $320,- 
000 eight years ago to $23,000 three years ago. The headquarters and the 
printing plant are located in New Jersey, less than 30 miles from New 
York City. At the end of the year A, operations were being conducted on a 
tangible net worth of $2,501,038. The balance sheet reflected only a fair 
financial condition, the outstanding unfavorable feature being the fact 
that the real estate, machinery, and equipment, after depreciation, repre- 
sented 98.6 per cent of the tangible net worth. Net working capital 
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amounted to $1,362,162 and was created almost entirely by a funded debt 
of $678,000 and unearned subscription revenue of $622,662. 

The figures in the income statement have been rearranged in Part I of 
Schedule 68. In the lower part of this schedule Federal and state income 
taxes are carried at $48,938. The net profit shown in the reported income - 
statement is the last figure in Part I, which we have termed Net Profit 
before Extraordinary Charges of $274,837. The deduction of the Federal 
and state income tax at this point would have given a figure of $225,899. 

In the report to stockholders and creditors, this sum was then credited 
to the surplus [retained earnings] account, which at the beginning of the 
year amounted to $2,100,125, to give a total surplus [retained earnings] of 
$2,326,024. At this point the surplus [retained earnings] account contained 
three charges, (1) loss on foreign exchange of $19,315, (2) additional 
Federal taxes for prior years of $21,138, and (3) write-off on foreign 
subsidiaries of $84,530. The deduction of these three items from the sur- 
plus {retained earnings] account left a final figure of $2,201,041. As no 
dividends were paid during the year, this final figure of $2,201,041 ap- 
peared as the surplus [retained earnings] in the balance sheet at the end 
of year A. 

According to this accounting practice, as explained early in this chapter, 
charging these three items of expense, totaling $124,983, to the surplus 
[retained earnings] account prevented their appearing in the income ac- 
count in the determination of net profits. The item of loss on foreign ex- 
change of $19,315 was assumed during the year and without question was 
an expense for the year. The item of additional Federal taxes for prior 
years of $21,138 should have been charged in prior years. Errors in com- 
puting or in the determination of taxes for these particular years were 
made, and earnings in certain prior years were inflated to the extent of 
this sum. To some degree the errors for these prior years are offset by 
accepting the charge in year A. The final charge of $84,530 to write down 
investments in foreign subsidiaries is a loss chargeable to the lack of fore- 
sight of the management or to their lack of skill in the operations of these 
subsidiaries. Here was a definite loss. The loss might have been accumu- 
lating over a period of years and only now was being charged off; or it 
might be one that was entirely applicable to year A as a result of sudden 
internal changes in the political condition of the particular foreign coun- 
tries in that year. In the author’s opinion, the charge, as a loss, should go 
through the income statement and not, as handled by the accountants, 
by-pass the income statement and appear directly in the surplus [retained 
earnings] account. 

These three charges appear in Part II of Schedule 68 and decrease the 
net profit, before Federal and state income taxes for year A, from $274,837 
to $149,854. These are the adjustments which, according to our theory, 
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must often be made to income statements in the determination of real 
over-all net profits or losses. The Federal and state income taxes—Part 
III of Schedule 68—are the same as appear in the original income state- 
ment. The final net profit, amounting to $100,916 in Part IV, differs from 
the reported net profit by the amount of these three specific charges. 

By setting up income statements in this manner, the analyst is never 
under any illusions regarding final net profits. In fact, four so-called 
“profit figures’? are obtained, all of which are essential for internal and 
comparative analysis, namely, gross margin, operating profit, net profit 
before extraordinary credits and charges, and a final net profit. The first 
three of these profit figures are always based upon the results of operations 
for the particular year and so are strictly comparable for internal analysis 
from year to year. The final net profit figure takes into consideration the 
over-all results of the management by including all extraordinary or so- 
called “nonrecurrent”’ credits and charges for the business enterprise. 


THEORY AND PROBLEMS 


1. Explain the effect of an understatement of inventory upon the financial state- 
ments of a commercial or industrial business enterprise, for the current and for 
subsequent fiscal years. 


2. What effect does a write-down on the value of fixed assets have upon the net profits 
of future years? 


3. What information is necessary for the development of a sound depreciation policy 
by a going industrial business concern? 


4. The treasurer of a corporation submitted an unaudited balance sheet and supple- 
mentary income statement to a bank as a basis for a loan. The income statement 
disclosed a final net profit of $148,000 for the year. The bank sent one of its account- 
ants to the office of the corporation to verify the figures. The accountant uncovered 
the following transactions that had not been taken into consideration in preparing 
the income statement which had disclosed the net profits for the year. Explain how 
each of these items should have been treated and what figure the final net profit 
should have been. 


a. Of the net profit reported for the year $30,000 represented profit on the sale of 
real estate not being used in the business. 

b. Depreciation for the year, estimated at $32,000 by the accountant, had not 
been taken into consideration. 

c. Dividends of $20,000 were paid on the common stock 3 days after the date of the 


financial statements. 
d. A write-down on inventory values amounting to $18,000 had been charged 


directly to the surplus account. 
e. Fixed assets had been written up $112,000, and that amount had been included 


in the earned surplus. 


5. Give a convincing reason why dividends received on treasury stock should not be 
shown as income. 
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6. The following comparative income statements appeared in the last annual report 
to stockholders of the Biscuit Baking Company, Inc. Rearrange the figures, in 
the order that will show the most complete information, compute the percentage 
that each item bears to net sales as 100 per cent, and then analyze the figures. 


Biscuir Bakina Company, INc. 
Comparative Income Statements 


INGtISalési. Met thee bos eR ee ae eee eee 
@ostroieGoods1Solds era ee eee ee 
Grosssbrofitconisales: css 1) 6 eee eee oe 
Selling, Delivery, General, and Administrative Expenses 
EXCLUsIVerOim DepreclatlOley we) etere aw nae enna 
Net Profit on Sales before Depreciation............... 
Other Income 
Reduction of depreciation for prior years to conform to 
TEVISECMHCOME-UAks DASIS ae erreieee Tae 


Gross Income before Depreciation.................... 


Income Charges 

Cash discount on sales, interest on loans, etc......... 
Loss on abandonment of fixed assets................ 
Premium and expenses paid upon redemption of bonds 
Price adjustment upon renegotiation of contracts with 

United States governmental agencies............. 
Additional Federal income taxes for prior years and 

Interest CHereonitn anda at tae etn tos Meena eee 


Net Income before Depreciation, Interest on First Mort- 
gage Bonds, and Federal Taxes on Income.......... 
PrOVAsIONe Oks Depreciavionnn ant irs: e a eae Taente: 


Net Income before Interest on First me AES Bonds and 
Federal Taxes on Income.. 


Interest on First Mortgage Bonds or Nats 
Interesty wd ee SS, ee, CR REP Jade RL TCR 
Amortization of debt discount and expense, including 
unamortized balance at date of redemption........ 


PROTA at See See tee, SP ee nt § 
Net Income before Federal Taxes on Income.......... 
Federal Taxes on Income. . ESA Se ae Siete ol ee 3 


Net Income for the Year Bore Senay ion Reserve . 
Provision for Possible Future Decline in Inventory Values 


Balance of Net Income Transferred to Surplus......... 


Year B Year A 
$8,494,919 $7, 143,647 
6,556,366 5,539, 960 
$1,938,553 $1, 603 , 687 
735 , 880 696,172 
$1, 202,673 $ 907,515 
$ 96,813 — 
10,881 $ 9,141 
$ 107,694 $ 9,141 
$1,310,367 $ 916,656 
$ 89,760 $ 73,412 
= 11,002 
8, 450 — 
2,485 — 
71,162 — 
Salas avi $ 83,414 
$1,188,510 $ 832,242 
70,468 96,255 
. $1,068,042 $ 735,987 
$ 6,401 $ 20,243 
15,295 P58} 
$ 21,697 $ 28,496 
$1,046,345 $ 707,491 
$ 710,186 $ 305,300 
$ 336,159 $ 402,191 
40 , 000 60 , 000 
$ 296,159 $ 342,191 


ANALYSES OF INCOME STATEMENTS 


537 


7. The following schedule gives the comparative income accounts of a manufacturer 
of electrical parts and supplies. If the items in this schedule need to be rearranged, 
change them so that you can obtain the maximum amount of information. Then 
determine the percentage between each item and the net sales for that year and 
make a thorough analysis of the figures. 


Comparative Income Statements 


INGE SHIRES 5 Sipe ce Son oe Cen ae ee 
Materials, Labor, and Factory Ex- 
CISCO MeN cee Mme tere serchire es 
Maintenance and Repairs........... 
Depreciationasers re ses eee t ae 


COCO 1g GOOUS treet Ano ea sre eae web aetecss 
Er OSSeerOliberae see ees ok ae o Nce os 
Administrative and General Expenses 
Sellingelixpensess.9 2h. huis ae 09S. oe. 
Provision for Doubtful Accounts..... 


@nenatingvobrotit ey. desg ba. tere re ies S sacs 


Other Income Credits: 
DIVAN GS et ee eel Buen 
Interest on Investments............. 
RO VeltieS heres ste che 2 ee Mls ea sacs 
(GrOSSELNCOM Cee rn ye eet eaten 
Tyaerwarste BBW te bie ote eae coe het ee Be ao 
Net Profit before Federal Income Tax. . 
Rederaleincome Lax cea. oe ose e 


ING LEO Re oe Feels aad hen ES GP een 


Year C Year B Year A 

$2,778,149 $3,599,017 $2,694,566 
92,704 101,622 99, 723 
$2,685, 445 $3 , 497 , 395 $2,594, 843 
$1,761,643 $2,254,695 $1,989,981 
82,428 121,359 70,419 
114, 225 112,870 110,391 
$1,958 , 296 $2 , 488 , 924 $2,170,791 
$ 727,149 $1,008,471 $ 424,052 
249,945 289 , 321 263 , 082 
103 , 401 120 , 222 104,106 
9,868 7,774 7,652 

$ 364,935 $ 591,154 $ 49,212 
$ 122,158 $ 126,630 $ 61,121 
19,205 23,915 17,425 
11,424 9,021 6, 287 

a Ile OPA $ 750,720 $ 134,045 
2,451 21050 33. ly 

oF olor aal $ 748,067 $ 130,893 
72,800 106, 900 53,600 

$ 442,471 $ 641,167 $ 77,293 


CHAPTER XX 


Break-even Point 


The capable top executive in soundly managed corporations wants to 
know both profitwise and costwise “‘ where he is against where he ought to 
be”’ at any given time. ‘‘ He wants to make planning and policy decisions 
knowing what the results must be in order to stay within certain profit and 
cost standards. . . . How can the executive do these things? One of the 
most helpful means is the break-even point control. Now, this is not a new 
concept. Early this century C. E. Knoeppel, often called the ‘father’ of 
break-even point control, developed the fundamental distinction between 
fixed expenses and variable costs contingent on volume.! But thinking about 
the concepts has not been static in the intervening years.’’? Much has been 
written on the subject in recent years.’ 

A “break-even point’? may be defined as the level of operations at 
which there is neither a net profit nor a loss. With annual net sales in the 
neighborhood of $750,000, a particular manufacturer of manila and sisal 
rope would realize sufficient operating profit to cover all variable expenses. 
such as the cost of raw material, labor, and selling expenses, and all fixed 
expenses, such as administrative salaries, depreciation, real estate taxes, 
insurance, light, heat, and maintenance of buildings and machinery. Net 
sales in excess of approximately $750,000 would give increasing operating 
profits, as no part of the operating profit earned on sales above this point 
would be needed, in theory, to cover the fixed expenses. 

The existence of a break-even point in every commercial and industrial 

1C, E. KNoeppgt, a series of articles appearing in The Engineering Magazine, 
Vol. XX XVI, October, 1908—March, 1909; subsequently published in book form under 
the title Graphic Production Control (Engineering Magazine Co., New York, 1918). 

? Rucker, ALLEN W., “‘Clocks’ for Management Control,’’ Harvard Business 
Review, Vol. 33, No. 5, September—October, 1955. 

* HeckeErtT, J. Brooks, AND JAMES D. Witison, Business Budgeting and Control, 
2d ed., pp. 359-401 (The Ronald Press, New York, 1955); Ketier, I. Wayne, 
Management Accounting for Profit Control, pp. 372-386 (McGraw-Hill Book Company, 
New York, 1957); Hetspr, Herman C., Budgeting Principles and Practice, pp. 25- 
33 (The Ronald Press Company, New York, 1959); May, P. A., “Profit Polygraph 
for Product Mix Valuation,’’ N.A.C.A. Bulletin, Vol. XX XVII, No. 3, November, 
1955; WeuN, Wirpert, ‘““Break-even Points That Mean More in Profit Control,” 
The Controller, Vol. XX VII, No. 7, July, 1959. 
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business enterprise is not a matter of theory; it is a very practical factor 
in the analysis of operations not only by the active management but by 
others who may be outside the business. This information may be visu- 
alized in a chart showing the relationship between net sales and operating 
profit before Federal income taxes. 

Such a chart is of considerable value in analyzing past experiences and 
in projecting facts to disclose the effect on immediately future operations. 
More specifically, it may be used to compare net sales, expenses, and oper- 
ating profits with a budget, to determine the probable unit cost at varying 
levels of production, to determine the effect of a reorganization or a 
change in operating policy, to compare the probable operating profits of 
different enterprises at various levels of operations, to determine the in- 
crease in net sales required to justify a given plant expansion, or to bal- 
ance a given reduction in selling price, and to determine the effect upon 
operating profits of a change in wages or in materials cost.‘ . 

A graph of this nature is generally known as a break-even chart. The 
real value of such a chart “‘lies in its capacity to visualize the relationship 
between fixed expense, variable expense, and income. However arranged 
and plotted, it shows the point or zone where income balances outgo. This 
is the point where losses cease and beyond which profits are realized.’’® It 
becomes the mechanical means of measuring the effect of varying levels of 
sales secured at varying levels of selling and manufacturing costs. Such 
a chart may be plotted in several different forms, depending upon what 
information is desired; some are quite simple, consisting of a line or two, 
and others are quite complex with many lines and legends. Six examples 
will be described. 

Conventional break-even analysis is predicated on the assumption that 
costs and expenses which are recognized for accounting purposes can be 
classified into two categories. The two categories are: (1) those whose 
amounts are not materially influenced by the level of activity in the short 
run, termed fixed expenses, and (2) those whose amounts are a function of 
activity, increasing in the same direction and in the same general pro- 
portion as activity, termed variable expenses. This classification ad- 
mittedly is somewhat imperfect, but at the same time, practical and 
useful. 


EXAMPLES OF BREAK-EVEN CHARTS 


In every business enterprise there are certain fixed expenses, namely, 
administrative expenses, depreciation on fixed assets, repairs and main- 
4 KnoeppgE., C. E., and Epaar G. Srysoup, Managing for Profit, pp. 29-36 (Mc- 
Graw-Hill Book Company, New York, 1937); Sincuair, Prior, Budgeting, pp. 


382-394 (The Ronald Press Company, New York, 1934). 
5 SINCLAIR, op. cit., p. 370. 
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tenance of fixed assets, insurance, real estate taxes when property is 
owned, rent when property is leased, interest on outstanding funded debt, 
if any, local taxes, light and heat. These items are termed fixed expenses*® 
because they remain unchanged, or relatively unchanged, whether a busi- 
ness enterprise is operating at 25 or at 100 per cent of capacity. A certain 
volume of net sales must be obtained to produce the gross profit to cover 
these expenses before an operating profit is reached. Net sales below this 
point will result in operating losses, and above this point in increased 
operating profits. 


6 Walter Rautenstrauch and Raymond Villers find three sources of fixed expenses: 
(1) those occasioned by the possession of a business, (2) those assessed for purposes of 
capital recovery of investment in fixed assets, and (3) those which arise in the oper- 
ation of a business. These three sources are then described as follows: ‘The costs to 
possess are interest on mortgages, local taxes, insurance and rent. These items of ex- 
pense are based on the values of the assets possessed, and the rates of interest, insur- 
ance, and taxes applied to these values. The costs of capital recovery are determined by 
accounting for depreciation. . . . Another group of total constant expenses arises 
from the operations of the business at any particular time. These expenses are deter- 
mined in part by the organic features of the business and also in part by executive 
policy concerning appropriations for such operations. For instance, the annual ex- 
penses of heating, lighting, part of power (connected load charge in the case of pur- 
chased power) and a portion of maintenance and repair of buildings and machinery 
are, for any particular year, in the life of a business fairly constant, and specific 
amounts of money may be budgeted annually for meeting such expenses. These 
expenses, moreover, are within limits controllable by management, since the amount 
of such expenses depends in part on how such services are organized and managed. 
These expenses are, to a degree, regulated from time to time by the executives of the 
business but for any year are budgeted as specific amounts, and are therefore consid- 
ered as constant over a wide range of sales. Another group of expenses, which is set 
up on an annual basis as a company anticipates its expenses for an approaching year 
or accounting period, consists of executive salaries and appropriations for advertising 
and other operating expenses which experience has shown are fairly constant, as sales 
vary over an appreciable range. A going concern at any particular time maintains a 
number of employees who are on annual salaries. The officers of the company, the 
department heads, and minor officials are in this class. The salaries of these employees 
are determined and regulated from time to time by executive action. But for any par- 
ticular year, the total of such annual salaries is a determinable amount. If, later, the 
volume of business expands and the company prospers, salaries of officers may be 
raised and new salaried employees may be engaged. With a serious decline in sales, 
the number of salaried employees may be materially reduced. But, at any time, the 
company’s books will show a list of salaried employees together with their monthly 
or annual salaries and the total of such salaries does constitute an anticipated con- 
stant cost of the present condition of the business. The executives of a business, in 
anticipation of a certain income from sales and from other sources, determine the 
annual appropriations for advertising and other promotional activities. Expenses so 
budgeted for a given year may be reduced in the following year if anticipated revenues 
are less, or may be increased if the prospects of increased sales seem to warrant. Ac- 
cordingly, such expenses are constant at either higher or lower levels for an appreci- 
able range of sales. Thus, expenses of the above kinds are regulated by executive 
action and are constant in time over a range of output. At any particular time, there- 
fore, they are regulated constant expenses.”—RAvTENSTRAUCH, WALTER, and 
Raymonp ViviErs, The Economics of Industrial Management, pp. 87-89 (Funk & 
Wagnalls Company, New York, 1949). 
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An example will illustrate the typical unsound decision which may be 
made when one is unfamiliar with the practical aspect of what affects the 
break-even point, that is, the breakdown of costs into fixed expense and 
variable expense. A manufacturer had discontinued selling three impor- 
tant accounts because, as he said, he ‘‘couldn’t afford to keep them.”’ A 
competitor had quoted prices which were lower than the manufacturer’s 
own cost of production. In arriving at the decision that he would be better 
off without these three accounts, the manufacturer had made the common 
error of assuming that if the sales of a product to a particular customer 
showed a conventional accounting loss, that business was unprofitable to 
the extent of that loss. 

Sometime later when the manufacturer became acquainted with fixed 
and variable expenses, he was able to get those accounts back. Over an 
accounting period they showed a loss of $36,000 by conventional account- 
ing methods. If, however, the three accounts had not been sold during this 
period, the operating profit would have been $82,000 less than was actu- 
ally earned. This was due to the fact that the costs of the goods sold to 
these three customers included fixed manufacturing expenses of $118,000, 
and the accounts, therefore, contributed to the operating profit by ab- 
sorbing $82,000 of these fixed charges which otherwise would have been 
added to the costs of the goods sold to the other customers.’ To the un- 
initiated this example might seem a trifle farfetched. The remainder of this 
chapter, however, will show the significance of fixed expenses and variable 
expenses in making many decisions. 


Simple Break-even Chart 


The relationship between net sales and operating profit or loss is plotted 
in the simplest way in Form 20. This chart is based on the quarterly fig- 
ures of the Knitted Underwear Corporation, located in North Carolina. 
Charts of this nature may be made from a series of monthly figures just as 
readily as from a series of quarterly figures, as used in this example. Oc- 
casionally they are plotted from a series of successive yearly figures, al- 
though changes in expense items such as salaries, wages, and selling prices 
may make it difficult to obtain yearly income statements that are fairly 
comparable. In a study of this nature it must be kept in mind that we are 
interested, not in net profit or loss after extraordinary and nonrecurring 
charges and after setting up proper reserves for income taxes, but solely in 
operating profit or loss as it reflects the result of the operation of the main 
activity of the business enterprise under consideration, and after the pay- 
ment of interest on any borrowed funds. 


7 Harrison, G. CuHarter, The Gold Mine Is in Volume! pp. 30-31 (G. Charter 
Harrison, Madison, Wis., 1950). 
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The figures in Schedule 69 give the comparative quarterly operations of 
the Knitted Underwear Corporation for each quarter of the year. In the 
first step to construct Form 20, it is necessary to ascertain the fixed ex- 
penses. These expenses generally cannot be obtained from typical con- 
densed income statements. They are there, but in many cases they are 
hidden or grouped with other items. There is no uniformity among ac- 


[Schedule 69] Knirrep UNDERWEAR CORPORATION 


Comparative Quarterly Income Statements 


Ist 2d 3d 4th 
Quarter Quarter Quarter Quarter 

(GTOSSySa CSc x eee dar Perea $ 376,029 $696,004 $563,198 $675,313 
Less: Returns and Allowances......... 11,246 14,575 6,320 8,481 
INGtrSalestyznntecn eee rewire ec hear $ 364,783 $681,429 $556,878 $666,832 
Less: Cost of Goods Sold 

Raw Material..................... $ 167,951 $312,724 $252,798 $303,049 

Labor.. Se oe 84,536 164,699 136,212 173,710 

Variable Manufacturing Expenses. . 40,128 70,572 57, 588 69 , 146 

Hepreciationsm ws see eee ee oe 10,800 10,963 10,764 10, 884 

Real Estate Taxes. . eit ket ta dar 2,286 2,002 2,186 2,104 

In SUuTan Cols orc. Ramone ie ONC e eee: 2,404 2,388 2,210 2,296 
Gross@Miargine 22ers bE OO O(Sun LL SOSLmE pe OO Mn? OMe pl Oom ors 
Less: 

Administrative Expenses........... $ 29,748 $ 30,883 $ 32,520 $ 31,727 

Selling Eixpenseseenwkyaan sere 23,261 41,769 32,764 33,005 

DoubthuleAccountsse. he eee 1,980 2,746 2,170 1 , 874 
Operatingebroiiteene yen tr eee $ 1,689 $ 42,683 $ 27,666 $ 39,037 
essa WIsCOUN bE Cry, C linemen weer mre ee 5,622 9,943 6,977 7,056 
Net Profit or Loss before Extraordinary 

Charges. . wlohe odo oe se SHU OEE? SS SRO) 63 POGOe $3 Sil Gril 
Add: Other Income. Wd ah cee: 8,517 16,507 12,725 1,347 
Net Profit before Income Taxes....... $ 4,584 $ 49,247 $ 33,414 $ 33,328 


countants in the classification of expense items. An item that is a semi- 
fixed expense may be considered as variable by one accountant or ac- 
counting firm and as fixed by another.’ For the Knitted Underwear 


§ In 1932, Walter Rautenstrauch wrote as follows: ‘‘ As a general rule it is not possi- 
ble to take the published statements of a company and without any experience with 
its details of operation arrive at a satisfactory segregation into constant [fixed] and 
variable total costs [expenses]. Any attempt to base an analysis of the economic 
characteristics of a business on a published statement only, must necessarily result 
in very rough approximations, and these are sometimes worse than useless because 
they are misleading.’’—A study entitled ‘‘The Economic Characteristics of the Manu- 
facturing Industries” in Mechanical Engineering, Vol. 54, No. 11, p. 760, November, 
1932. Five years later G. Charter Harrison emphasized this same viewpoint: “ . . 
To make any intelligible analysis of profit variations requires a fundamental change in 
the accounting set-up, namely the analysis of all costs and expenses as between fixed 
and variable. . . . While it is true that the revamping of accounting procedure so 
that costs and expenses are divided as between fixed and variable introduces technical 
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Corporation, the fixed expenses, consisting of the following four items for 
each quarter, are available from the respective quarterly statements: 


Table of Fixed Expenses 


Ist 2d 3d 4th Total 

Quarter | Quarter | Quarter | Quarter | for Year 

Administrative Eixpens@nna ne eee $29, 748] $30,883} $32,520) $31,727/$124,878 

Hepreciavionmeeee nem et Joe 10,800) 10,963} 10,764) 10,884} 43,411 

Realiistate Laxesiics.. ott ae. ase 2,286 2,002 2,186 2,104 8,578 
Fire, Tornado, and Liability Insur-| 

52 el ee ee 2,404 2,388 2,210] 2,296] 9,298 

|_ $45, 238 $46 , 236| $47,680] $47 ,011/$186, 165 

Average Fixed Expenses per Quarter...................-....-+0+ ee eeeue $ 46,541 


The principal item of fixed expenses in the above table is administrative 
expense, ranging from $29,748 in the first quarter to $32,520 in the third 
quarter, or total administrative expenses for the year of $124,878. Depre- 
ciation charges are the next largest, ranging from $10,764 to $10,963 for a 
yearly total of $43,411. Insurance covering fire, tornado, and liability 
aggregated $9,298 for the year, and real estate taxes amounted to $8,578. 
The total fixed charges for the year aggregated $186,165 and amounted to 
an average of $46,541 per quarter. Here are the charges that must be met 
every 3 months whether the plant is closed or operations are being con- 
ducted at 25 per cent capacity or at 100 per cent. This point is plotted on 
the vertical axis at A, the place where a loss of this amount is taken when 
the plant is shut down and no sales whatsoever are being made. 

Successive points are then plotted at B, C, D, and E, representing the 
net sales and the operating profit for each respective quarter. If the in- 
come statements from which these figures were taken had been prepared 
in a uniform manner and there had been no appreciable external influence, 
these points would tend to be in a straight line. The line may be drawn by 
the simple but practical method of inspection or by the more scientific 
algebraic method of least squares. The area where this line crosses the 


problems which will doubtless give accountants many headaches when this change is 
demanded by executives, generally I have no hesitation in predicting that that time 
must soon come.’’—Swamped in a Sea of Figures, pp. 11, 19 (G. Charter Harrison, 
Madison, Wis., 1937). See also the pamphlet, The Profit Pattern, Road Map of the 
Manufacturer, by G. Charter Harrison (Madison, Wis., 1947). 

®The method of least squares is the mathematical process of taking a series of 
points whose trends can best be represented on a chart by a smooth line and fitting the 
line to these points. In our case the line is a straight line and not a curve. Frederick 
C. Mills, in Statistical Methods, rev. ed., pp. 246-250 (Henry Holt and Company, Inc., 
New York, 1940), technically explains this statistical process as follows: ‘‘. . . The 
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OPERATING PROFIT IN THOUSANDS OF DOLLARS 


AREA OF 
BREAK- EVEN 
POINT 


OPERATING LOSS IN THOUSANDS OF DOLLARS 


NET SALES IN THOUSANDS OF DOLLARS 


Form 20. Simple preak-even chart showing straight-line relationship between operat- 
ing profit or loss and net sales. 


heavy horizontal line representing the division between an operating 
profit and an operating loss will include the break-even point. In this case 


the quarterly sales volume at the break-even point is in the neighborhood 
of $355,000. 


task of fitting is merely the determination of the constants in an equation of the form 
y =a + bz. The values of a and b which will give a line following most closely the 
trend of the data are to be obtained. A simple illustration may serve to demonstrate 
the various methods which may be employed. Nine points (1, 3; 2, 4; 3, 6; 4, 5; 5, 10; 
6, 9; 7, 10; 8, 12; 9, 11) are plotted. Our problem is the fitting of a straight line to 
these points. [When plotted on a chart, these points will be somewhat scattered but 
will have a straight-line tendency.] By inspection approximate values of a and b may 
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The break-even point may also be arrived at by a simple mathematical 
computation. The first step in this computation is to estimate the dollar 
amount of net sales, fixed expenses, and variable expenses to be expected 
in an accounting period. Then, by dividing the dollar amount of fixed ex- 
penses by the difference between 100 per cent and the percentage of vari- 
able expenses to net sales, the break-even point will be obtained. 


be determined. A thread may be stretched through the points in such a direction that 
it seems to follow the trend as closely as possible. The slope of the line thus laid out 
may be measured, the y — intercept determined, and the desired equation thus ap- 
proximated. Obviously this is a loose and uncertain method, and the results obtained 
by different individuals may be expected to vary rather widely. . . . The constants 
for this line of best fit may be determined by the method of least squares. . . . As- 
suming that each pair of measurements give an approximation to the true relation- 
ship between the variables, we wish to find the most probable relationship, and this 
is given by the line for which the sum of squared deviations is a minimum. We have, 
in the present example, nine pairs of values of z and y. Substituting these values in 
the generalized form of the linear equation y = a + bz, we secure the following obser- 
vation equations: 3 = a + 1b; 4 =a + 2b; 6 =a + 3b; 5 =a + 4b; 10 =a + 50; 
9 =a+ 6b; 10 =a+7b; 12 =a + 8b; 11 =a+9b. Any two of these equations 
could be solved as simultaneous equations, and values of a and b secured. But these 
values would not satisfy the remaining equations. Our problem is to combine the nine 
observation equations so as to secure two normal equations, which, when solved 
simultaneously, will give the most probable values of a and b. The first of these 
normal equations is secured by multiplying each of the observation equations by the 
coefficient of the first unknown (a) in that equation, and adding the equations ob- 
tained in this way. Since the coefficient of a in the present case is 1 throughout, the 
nine observation equations are unchanged by the process of multiplication. The 
second of the normal equations is secured by multiplying each of the observation 
equations by the coefficient of the second unknown (b) in that equation, and adding 
the equations obtained. Thus the first equation is multiplied throughout by 1, and 
the second by 2, and so on. The process of securing the two normal equations is as 


follows: 
Derivation of Normal Equations for Observation Equations 


3= a+ 1b oo la 10 
4= a+ 26 8 = 2a+ 4b 
6= a+ 3b 18 = 3a+ 9b 
5 = a+ 4b 20 = 4a+ 16b 
10 = a+ 5b 50 = 5a+ 256 
9= a+ 6b 54 = 6a+ 36b 
10 = a+ 7b 70 = 7a+ 49b 
1 = ape tly 96 = 8a+ 64b 
11 = a+ 9b 99 = 9a + 81b 
70 = 9a + 45b 418 = 45a + 285b 


The two normal equations are: 70 = 9a + 45b; 418 = 45a + 285d. It remains to 
solve these equations for a and b. By multiplying the first equation by 5 and subtract- 
ing it from the second, a may be eliminated; a value of 68, or 1.133, is found for b. 
Substituting this value in either of the equations a value of 2.111 is secured for a. The 
equation to the best fitting straight line is, therefore, y = 2.111 + 1.1332. In the actual 
application of the method it is not necessary to write out and total the equations, as 
is done above. We need only insert the proper values in the two equations: 


Z(y) = na + br(z) 
L(xy) = aX(z) + bz (x*) 
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In the case of the Knitted Underwear Corporation, for example, the 
annual net sales for the year under review amounted to $2,269,922, or an 
average of $567,480 per quarter. Annual fixed expenses amounted to 
$186,165, or an average of $46,541 per quarter, and annual variable ex- 
penses to $1,972,682, or an average of $493,170 per quarter. By dividing 
the average quarterly variable expense by the average quarterly net sales, 
we obtain a figure of 86.9 per cent. By deducting this figure from 100 per 


The symbols employed have the following meaning: Z(y): the sum of the values of y; 
D(x): the sum of the values of x; (ay): the sum of the products of the z’s and the y’s; 
=(z2): the sum of the squares of the values of xz; n: the number of pairs of values, the 
number of points plotted.” 

E. Dillon Smith, in Mechanical Engineering, Vol. 55, No. 8, pp. 516-517, August, 
1933, has explained that according to this method of least squares “‘there are three 
different procedures possible: (1) the condition that makes the sum of the residuals 
least for X on Y; (2) the one that makes the normal form the (X,Y)’s the least; and 
(3) the one that makes the residuals least for Y on X.”’ 

Dr. Theodore H. Brown, professor of statistics at the Harvard Graduate School of 
Business Administration, has provided the author with the following explanation for 
the fact that not only three but actually an infinite number of different solutions are 
possible under the method of least squares: ‘‘The equations usually given in textbooks 
tacitly make the assumption that the deviation should be drawn parallel to the Y or 
vertical axis. For this purpose the equation of the straight line is y = a + bz, where a 
and b are the constants determined from the data. If it is desired to measure the devi- 
ation parallel with the X-axis, one starts with the equation X = A — BY where A 
and B are the constants determined by the data and where these values are not neces- 
sarily the same as those for a and b. These two methods of drawing the deviation are 
the extremes for a given problem. In fact the deviation can be drawn at any other 
constant angle which the investigator may desire to use. For each of the ways of draw- 
ing the deviation there is usually found a different line. The result is that the two lines 
used to determine a break-even point may not always intersect at precisely the same 
point. The decision made regarding the way in which the deviations are drawn has a 
simple meaning. When the deviations are drawn parallel to the Y-axis the assumption 
is that the X-values are absolutely accurate relative to the Y-values. The converse is 
true when the deviations are drawn parallel to the X-axis. Drawing the deviations 
at an angle of 45 degrees is equivalent to the assumption that X and Y-values are 
equally likely to error. There is still another possibility which will cause the inter- 
section representing the break-even point to vary within an appreciable area. This 
arises from the fact that the data to which a line is fitted are experimental in character. 
They contain commonly the effect of many factors which cause the fitted line to depart 
from a position which it would occupy if such additional factors were not operating. 
The consequence of this principle is that the line finally fitted to a set of data should 
be considered as a center of an experimental band of possibilities within which the true 
position of the line would be located if all figures could be evaluated. The result of 
this principle for two lines is that there is a parallelogram formed by the boundaries 
of the two intersecting bands. Within this area the true intersection would be defi- 
nitely known if all unwanted influences were precisely accounted for.’’ Discussions 
and descriptions of the methods of least squares may be found in most current volumes 
on statistical methods, such as Alva M. Tuttle, Elementary Business and Economic 
Statistics, pp. 422-438 (McGraw-Hill Book Company, New York, 1957); John 
Kk. Riggleman and Ira N. Frisbee, Business Statistics, 3d ed., pp. 302-304, 349-353 
(McGraw-Hill Book Company, New York, 1951); George R. Davies and Dale 
iG Business Statistics, 2d ed., pp. 236-243 (John Wiley & Sons, Inc., New York, 
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cent, we obtain 13.1 per cent. Dividing the average quarterly fixed ex- 
penses of $46,451 by this figure of 13.1 per cent, we obtain $355,000 as the 
break-even point. 

If the plotted points are not in a fairly straight line, an analysis should 
be made of the income statements and operating policies to obtain the ex- 
planation before the line is drawn by the method of inspection or by the 
method of least squares. That explanation would bring out the fact that 
the comparative income statements from which the operating profit fig- 
ures have been taken were not on a comparable basis because of such fac- 
tors as raising or lowering selling prices, raising or lowering rates of salaries 
or wages or particular items of manufacturing costs, shifting the percent- 
age to total sales of the sales of the more profitable lines, or including 
among certain items extraordinary or nonrecurring charges that would 
throw operating expenses out of strict comparison. 

If materially different selling prices or rates of salaries and wages were 
used in the various income statements, separate charts based on each rate 
should be made, if possible, from the income statements. If extraordinary 
or nonrecurring charges are grouped with other items, for the purpose of 
obtaining data to plot the chart, the income statements should be ad- 
justed by the elimination of these charges. 

In Form 20, a single line indicates the operating loss or the operating 
profit at any sales volume level. This is the simplest form of a break-even 
chart. A more typical and conventional chart has three plotted lines show- 
ing the relationship between variable operating expenses, total operating 
expenses, and net sales. In the construction of this chart the horizontal 
scale represents the percentage of plant capacity and/or the number of 
units produced, and the vertical scale represents dollars. 


Conventional Break-even Chart 


In any accounting period, net sales of a manufacturing concern, disregard- 
ing fluctuations due to sales made out of inventory, may fluctuate from 
zero to a high point theoretically represented by maximum plant capacity. 
In other words, the plant of a particular manufacturer may have a maxi- 
mum monthly capacity of 200 identical pieces of machinery, representing 
total net sales of $40,000, or $200 per machine. In any single month, the 
net sales may thus fluctuate between zero and $40,000. 

At capacity operations these machines may be manufactured at $150 
each, or a total of $30,000. However, if the plant is operating at somewhat 
less than maximum capacity, the manufacturing cost per machine will be 
somewhat higher because of the fact that the fixed expenses amount to 
approximately $10,000 per month. Certain other expenses such as direct 
labor and raw materials will fluctuate in relation to the percentage of 
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capacity operation. If the variable costs amount to $100 per machine, 
these costs must be added to the fixed expenses to obtain the amount of 
total expenses. 

A line representing total expenses plotted from these figures, with the 
horizontal axis representing percentage of plant capacity and the vertical 
axis representing dollars, will give the total expenses for any rate of plant 
activity by direct reading. If on this chart there is now superimposed 
another line representing net sales, we have the more conventional break- 
even chart; the area where these two lines intersect will include the break- 
even point. 

From such a chart it would be clear that when production is at capacity 
of 200 machines per month, the total sales would be $40,000 and the total 
expenses $30,000, leaving an operating profit of $10,000. If operations 
were at 75 per cent of capacity, or 150 machines, the net sales would be 
$30,000, and the total expenses $25,000, leaving an operating profit of 
$5,000. If operations were at 50 per cent of capacity, or 100 machines for 
the month, the net sales would be $20,000; the total expenses would also 
be $20,000, with the result that there would be no profit. Operations at 
less than 50 per cent capacity, or less than 100 machines, would result in 
an operating loss at the existing level of fixed expenses. 

The first actual step in the preparation of the conventional break-even 
chart of this nature is to obtain and to plot the points representing quar- 
terly net sales of the Knitted Underwear Corporation in percentage of 
plant capacity or on the basis of the number of units produced. These 
points are obtained from the following table: 


Table of Quarterly Net Sales in Relation to Plant Capacity 


| Net Per Cent of 
Sales eran Capacity 
HirstiQUuartet. we ae SSO 783 97 ,000 32.3 
DCCONGG Alleles earner ee: 681,429 186,000 62.0 
sLhicdaG antennas eis- ase ee 556,878 165,000 55.0 
Hounth Quan cere =a aa 666 , 832 | 179 ,000 59.7 


This particular plant has a normal quarterly capacity of 300,000 dozen 
knitted products. On this basis, when 97,000 dozen were produced in the 
first quarter, operations were at 32.3 per cent capacity. Net sales and the 
number of dozens produced increased during the second quarter. Opera- 
tions were conducted at 62.0 per cent of capacity in the second quarter, 
55.0 per cent in the third quarter, and 59.7 per cent in the fourth quarter. 
On the basis of the quarterly dollar net sales and the percentage of opera- 
tions for each quarter, the points A, B, C, and D were plotted in Form 21, 
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and the net sales line drawn from zero to fit, as close as possible, to these 
four points. 

The next step is the determination of the quarterly variable operating 
expenses. These particular figures are sometimes grouped with fixed ex- 
penses in income statements, and breakdowns of individual items must be 
obtained to secure the necessary information. In this case, the figures are 
available from the comparative income figures in Schedule 69. Segregating 
these expense items we have the following table. 


Table of Variable Expenses 


Ist 2d 3d 4th Total 
Quarter | Quarter | Quarter | Quarter | for Year 


awa Materials. 2.4.tcn cn css $167 ,951/$312 , 724/$252 , 798/$303 , 049/$1 , 036, 522 
HEA DORMS Peer ev otalo ee Soo. 84,536) 164,699) 186,212) 173,710} 559,157 
Variable Manufacturing Expenses} 40,128! 70,572} 57,588} 69,146 237 , 434 
Selling Expenses................ 23,261} 41,769) 32,764) 33,005 130,799 
WoubthulAccounts!:<--.... 4.0... 1,980 2,746 2,170 1,874 8,770 

Total..................... .|$317, 856/$592 , 510/$481 , 532/$580, 784/$1 , 972 , 682 


From this table the quarterly variable expenses, totaling $317,856 for 
the first quarter, $592,510 for the second quarter, $481,532 for the third 
quarter, and $580,784 for the fourth quarter, were plotted at H, F, G, and 
H at the same percentage of plant capacity represented by the respective 
net sales for these quarters. The line representing variable operating ex- 
penses is now drawn from zero to fit, as close as possible, to points F, F, 
G, and H. 

The third step is the plotting of the line representing total operating ex- 
penses. We have already seen that the average quarterly fixed expenses 
amounted to $46,541. The point J is plotted on the vertical axis $46,541 
above zero. The line representing total operating expenses is then drawn 
from J through the break-even point. If all figures are comparable and no 
adjustments need to be made, the line of total operating expenses will be 
parallel to the line representing variable operating costs, but above it to 
the extent of the fixed charges. 

In this chart the area under the variable operating expense line repre- 
sents the amount of variable cost at the various percentages of plant ac- 
tivity. The area between the variable operating expense line and the total 
operating expense line represents fixed expense and is constant at the 
different degrees of plant activity. The area between the net sales line 
and the total operating expense line is an operating loss to the left of the 
break-even point, and an operating profit to the right of that point. It 
will be noted that the profit realization point is at a plant activity of 
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approximately 32 per cent. This indicates that when plant activity is 
below 32 per cent of capacity an operating loss will be incurred; when 
above, an operating profit will be earned. The conventional break-even 
chart of this nature graphically registers three different movements in 
relation to operating profit and loss at the same time, variable expense, 
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Form 21. Typical break-even chart showing straight-line relationships of variable 
expenses, fixed expenses, total expenses, and net sales. 


fixed expense, and net sales, just as the second hand, the minute hand, 
and the hour hand are related to give the correct time, at any moment, in 
terms of a progressive time scale of 12 hours. 

Actually the lines used in Form 20 and Form 21 may be established at 
slightly different areas depending upon the method used. After the points 
are plotted, if the lines are drawn by the simple but practical method of 
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inspection, the position may be slightly different than if they are drawn 
by one of the various formulas used in the methods of least squares, de- 
scribed in the footnote on pages 543-546. The break-even point actually 
falls within a restricted area. ‘The region within which the most probable 
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Form 22. Break-even chart with fixed expense shown horizontally. 


value of the break-even point may be expected to be found,” explains 
E. Dillon Smith, ‘‘can be shown statistically to be a flattened oval. This 
outline of the area is due to the non-normal distribution of the devia- 
tion.’”’!° Such an oval will be found encompassing the break-even points in 
Forms 20 and 21, 22, 23, and 24. 

The conventional break-even chart is often presented in a form where 


10 Mechanical Engineering, Vol. 55, No. 8, pp. 516-517, August, 1933. 
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the fixed expense represents a horizontal bar across the lower part of the 
chart instead of a line parallel to and above the line of variable expense. 
Such a chart is illustrated in Form 22. Here the area below the fixed ex- 
pense line represents the same costs at every percentage of operation. The 
total operating expense line is made as in Form 21. The vertical distance 
between the line of fixed expense and the line of total operating expense 
represents the amount of variable expense at every percentage of capac- 
ity. The line of net sales is plotted identically in both charts. Where the 
line of net sales and the line of total operating expenses intersect in Form 
22 is the area including the break-even point. A chart of this nature is 
somewhat simpler to construct than the chart in Form 21. 

Both Form 21 and Form 22 represent charts that give highly simplified 
keys to the complex problem of variable operating profits. Not only do 
these charts illustrate graphically why operating profits tend to increase 
at a greater rate than net sales, but they also show the limits within which 
net sales must be maintained if satistactory results are to be obtained. 
Certain of the important operating problems of business such as price 
reduction, pay-roll cuts, plant expansions, and the introduction of new 
products can be decided intelligently only in the light of the variable inter- 
relationships of vital facts reflected by such charts.!! Break-even charts 
are also used effectively in the study of these forces affecting the opera- 
tions of individual plants, of branches, of departments, and of the manu- 
facture of various products, all within one corporation. 

Practical Modzfications to Conventional Break-even Charts. The conven- 
tional break-even chart is plotted on straight-line relationships which 
assume that variable operating expenses and total operating expenses are 
directly proportional to plant activity. It is also assumed that the items 
classified as fixed expense remain constant throughout the entire range 
of activity from zero to 100 per cent. These assumptions are sufficiently 
accurate for all ordinary purposes. 

As an everyday practical matter, however, the variable indirect ex- 
penses cannot be controlled to make them exactly proportional to plant 
activity at all levels, as a positive relationship does not actually exist. It 
is possible to determine an extra allowance for such items and to add that 
allowance to the theoretical variable expense.!? When such an extra allow- 
ance is made, the variable expense line may be found to be a slight curve 
instead of a straight line. Similarly, certain fixed expenses are in reality 
semifixed, that is, they may be reduced moderately as sales income and 
activity decrease, although not proportionately. Property taxes, for ex- 
ample, have been known to be lowered in bad times, insurance coverage 


' or mathematical computations involved in the detailed study of these features, 
see Sinclair, op. cit., pp. 382-394. 

* For a practical explanation as to how an extra allowance of this nature may be 
worked out, see H. R. Mallory, ‘““‘The Break-even Chart,’’ Mechanical Engineering, 
Vol. 55, No. 8, pp. 493-496, 515, August, 1933. 
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reduced as hazards become less, and overhead departments telescoped. 
If the semifixed expenses included in the fixed expense group are analyzed 
for their variations at given activites, there may be secured a more accu- 
rate estimate of total cost, differing somewhat from the theoretical total 
cost based on the definitely fixed and proportional relationship. The total 
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Form 23. Typical break-even chart showing practical modifications to straight-line 
relationships. 


expense line on this basis will also be a slight curve with a somewhat lower 
fixed expense at a low level of activity than at a high level. 

Form 23 illustrates this situation. This chart is a slight enlargement of a 
section of Form 22. A dash line represents theoretical variable expense 
on a straight-line relationship; a continuous curve line, which meets both 
ends of this dash line, represents the actual variable expense. On this basis 
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the actual variable expense is considerably greater than the straight-line 
relationship when operating at the low percentages of plant capacity. 
This excess gradually decreases as the actual and the theoretical expenses 
meet at 100 per cent of activity. Fixed expense, on the other hand, is some- 
what lower than the straight-line relationship at the low levels of activity. 
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Form 24. Break-even chart showing principal divisions of variable expenses. 


As a result, the total actual expense is somewhat lower than the theo- 
retical total expense to the left of the break-even point, and slightly 
higher to the right of the break-even point. 


Detailed Conventional Break-even Chart 


Form 24, a style of break-even chart which is widely used by manage- 
ments, and particularly by those in charge of budget operations, is similar 
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to Form 21, but with more lines. It has the same fixed expense, but in ad- 
dition a breakdown of variable expenses is also shown. The major items 
of variable expense are plotted at the various percentages of capacity 
operations to give a straight-line relationship of the respective items of 
expense with increasing net sales. 

In this particular example, the major variable expense items plotted are 
raw materials, labor, variable manufacturing expenses, and selling ex- 
penses. The vertical distance from the base of the chart to the first slant- 
ing line represents selling expenses at respective percentages of capacity 
operation. The vertical distance between the first and the second slanting 
lines represents variable manufacturing expense at respective percentages 
of capacity operations. Likewise, the vertical distance between the second 
and third slanting lines represents labor expense, and the distance between 
the third and fourth slanting lines, the cost of raw materials. Such a chart 
may be made as detailed as seems desirable and expedient, as items of 
variable expense may be grouped into any practical subdivisions in which 
the analyst is interested. Such charts are very practical and are more effec- 
tive in bringing out important relationships than figures alone would be. 


The Profitgraph 


The name profitgraph has been applied to the break-even chart designed 
by C. E. Knoeppel, who was one of the first industrial engineers to develop 
and to apply this form of analysis. Knoeppel explained the reason for its 
development as follows. ‘‘So far the financial statement has been a finan- 
cial tool rather than a management tool. It is a historical document and 
not in the least prophetic. It is static rather than dynamic. It performs 
only a part of the function of which it is capable. Few accountants have 
crossed the line between accounting and engineering, while many engi- 
neers have jumped the fence between the two.’’!® 

A rather elaborate specimen of a break-even chart showing the extent 
to which this type of analysis can be put was developed by E. 8. La Rose. 
It is shown in Form 25. The two main lines in this chart are marked 
A-A1 and B-B1. The first is the line of total income from net sales. The 
area between these two lines at the left of the crisis point, a term that is 
used in place of the break-even point, represents a loss, and the area to 
the right a profit. Other critical points in this chart are styled the danger 
point, unhealthy point, deadline, and budget. The various costs and ex- 
penses are broken down into considerable detail in the legend at the right 
side of the chart. La Rose offers the following explanation of selected 
items plotted on this interesting chart: 


18 Managing for Profit, pp. 53-54. 
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First, there are shut down costs, such as insurance, taxes, and depreciation, less 
rental credit, received from the rental [in this particular case] of the excess build- 
ing. Secondly, there are the salaries of the executive staff, superintendents, 
department heads and the remaining people who would be required to maintain 
the organization and who could not very well be eliminated. Thirdly, there is the 
interest on funded indebtedness, which is a fixed item in our case. 


When the amount of fixed costs is determined, the requirements for preferred and 
common dividends are then included, making provision for Federal and State 
taxes. The per cent earnings required to make an adequate return on invested 
capital is known which might, as shown in this mythical profitgraph, be consider- 
ably greater than the return required for preferred and common dividends. 


Upon making a provision for the fixed cost and earning requirements and knowing 
the ratio of direct labor, material and variable overhead costs to the sales dollar, 
the volume necessary to create the profit desired can then be determined on a 
ratio basis. Naturally, profits come first and variable allowances must be made 
accordingly. 


It is believed that it would be well for every company to provide a reserve and 
budget for obsolescence as shown in the chart. This is true, especially in a period 
of bus ness conditions . . . when new products or changes in style are vitally 
essential for the purpose of interesting buying power, the adoption of which is 
thereby liable to cause obsolescence. 


It is believed that the chart readily pictures the direct cost, variable cost, total 
overhead cost, cost of manufacturing and selling and the break-down in profits. 
. Management can then tell, at any point of volume, the allowance for direct mate- 
rial, direct labor, other costs, and the profit involved at the point of volume." 


The use of break-even charts with the various degrees of detail has re- 
ceived increasingly wide application during recent years by industrial 
engineers and by active managements in search of every possible aid to 
efficient operations. Charts of this nature, even the more simple charts, 
have received less attention by those outside active managements or those 
associated in a consulting capacity with active management, because of 
the difficulty of obtaining the necessary information. With the tendency 
toward more uniformity in accounting, which might well include a more 
exact breakdown of operating costs into fixed and variable, this effective 
form of analysis might well expand. 


THEORY AND PROBLEMS 
1. What is the break-even point? 
2. Name five so-called ‘fixed expenses.’’ Why are these items termed fixed expenses? 


14 National Association of Cost Accountants, Year Book, 1931, pp. 206-208 (Na- 
tional Association of Cost Accountants, New York, 1931). 
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3. What figures are related in plotting the points for a simple break-even chart? 
What is the principal advantage of a chart of this nature? 


4. Describe the principal differences between a simple break-even chart and the con- 
ventional break-even chart. 


5. What are the practical modifications that must often be made in the conventional 
break-even chart if very accurate information is desired? 


6. Why is the so-called ‘‘break-even point”’ really an oval area and not a point? 


7. How can the conventional break-even chart give a considerable amount of de- 
tailed information regarding the variable expense items at different percentages 
of operations? 


8. A manufacturer of furniture operates with a fixed monthly expense of $13,000. 
Net sales and operating profit or losses before Federal income taxes for each 
2-month period throughout year A are as follows: 


Operating 
Net Sales Profit or Loss 

Jan.—Feb............ $190,000 $ 4,600 
Mar:——Atpri cn eos 93 , 000 (L) 10,000 
May—June........... 140,000 (L) 4,000 
July—Aug.. on... 50. 235 , 000 9, 600 
Sept-—-Oct eee 301,000 17,600 
Nov:—Deo ns) aden 285 , 000 16,300 


From these figures prepare a simple break-even chart and determine the approxi- 
mate net sales for a 2-month period necessary to cross the line from an operating 
loss to an operating profit. 


9. The following schedule gives the quarterly income statements of the Radio Parts 
Manufacturing Corporation. From these figures determine the average quarterly 


Rapio Parts MANUFACTURING CORPORATION 
Comparative Quarterly Income Statements 


Ist 2d 3d 4th 
Quarter Quarter Quarter Quarter 
te SAIS en on bees So SED OLD) $564, 236 $268, 338 $104,890 
ess: 
Returns and Allowances 28, 160 42,614 18,712 4,180 
pe Daless ht saan. Marge bo $401,780 $521 , 622 $249 , 626 $100,710 
ess: 
Cost of Raw Material.. 253,700 324,571 156,901 60 , 043 
Factory Labor>........ 50,062 62,160 30,764 125.725 
Factory Burden........ 29,101 44,852 21,020 11,958 
Rentaece arene re 4,760 4,760 4,760 4,760 
Insurance. Sp SPS pcs Ae es 3,622 3,742 3,546 3,484 
Depreciation Do Cee 2,380 2,122 2,467 2,002 
AGVerising 2.20. 072 3,006 3,288 3,278 3,162 
Administrative Salaries. 8,802 8,724 8,636 8,569 
Salaries, Sales Depart- 
MENG ree ea ae 3,287 3,412 3,410 3,469 
Operating Profit......... $ 43,060 $ 63,991 $ 14,844 $(L)9, 462 


ll 


10. 
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fixed expenses. Prepare a simple break-even chart as illustrated on page 544, and 
estimate from inspection the location of the break-even point in terms of quarterly 
sales. During the first quarter, operations were conducted at 71.6 per cent of 
capacity, in the second quarter at 94.1 per cent, in the third quarter at 44.7 per 
cent, and in the fourth quarter at 17.4 per cent. From available information pre- 
pare a break-even chart showing the principal divisions of variable expenses as 
illustrated on page 554 and the break-even point in terms of per cent of capacity 
operations. 

A client recently leased manufacturing facilities for the production of a new 
product. Based on studies made by his staff, the following data have been made 
available to you: 


Estimated annual sales................... 24,000 units 
Estimated costs: Amount Per Unit 
Ia Geri allie syste cate ce tk NS. kos fos: $ 96,000 $4.00 
Directhlaborter ceca: acts sasce oN 14,400 0.60 
Overhead ner itis 2) eon 24,000 1.00 
Administrative expense.......... 28,800 1.20 
ANGHW NG Ses oS oc eos SO eens One $163, 200 $6.80 


Selling expenses are expected to be 15 per cent of sales, and net profit is to amount 
to $1.02 per unit. Compute a break-even point expressed in dollars and in units 
assuming that overhead and administrative expenses are fixed but that other costs 
are fully variable. 


CHAPTER XXI 


Net Profit to Tangible Net Worth 


Underlying any thoughtful consideration of profits or losses are the 
conceptions of two fundamental economic realities, private property and 
the elusive profit motive. The institution of private property is descriptive 
of our way of economic life in the sphere of ownership; almost everything 
is owned by some person, some business enterprise, or some governmental 
unit, that is, almost everything except air and the animals of the air and 
the sea. If you are a deep-sea diver or a stratosphere explorer you must 
buy oxygen; if you do not live near the ocean or the backwoods, you 
must pay cash directly to the dealer for your animal food or indirectly to 
the state through the agency of a fishing or hunting license. 

People did not always live thus. In primitive societies, such as the 
Indians’ way of life prior to their conflict with civilization, land was not 
privately owned; most tribes moved from place to place as the seasons 
changed and as the wild animals migrated. Water was free, and so were 
the bounteous gifts of nature. But the institution of private property 
existed even with the Indians; the warrior owned his own bows ’and 
arrows, tents, and simple clothing, and wampum made from periwinkle 
shells was the accepted medium of exchange. 

The institution of the profit motive is merely another way of saying 
that business enterprises are organized to earn a profit. The will to profit 
often is not strong enough or intelligent enough to overcome natural eco- 
nomic or highly competitive factors, and if a business concern operates at 
a loss, year after year, the ultimate end is complete and total extinction. 
The quest for wealth, rather than for a happy, contented life, has always 
existed. With the gradual development of a higher and higher technique 
in manufacturing processes during the past 150 years and the growing 
emphasis upon the freedom of the market, the profit motive has increased 
in world-wide intensity. 

If Soviet Russia and her satellites solve the problem of substituting a 
social consciousness for the profit motive of the individual, a miracle of 
the ages will have appeared on the pages of history. Even Henry George 
in his Progress and Poverty went no further than to advocate the total 
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payment of ground rent as a tax, predicating his full program for creating 
a more just, logical background for a happier, fuller life on the institution 
of private property in all wealth, and on the profit motive which gives 
varying degrees of wealth, for, he wrote, with his ever-careful discernment, 
“there are differences among men as to energy, skill, prudence, fore- 
sight and industry.” 


PROFITS ATTRACT FUNDS 


Money and the fields of activity that bring the greatest monetary re- 
turn or profit seem to have a close affinity for each other. That affinity is 
an economic truism as old as orthodox English economic theories. The 
entrepreneur who offers the highest return commensurate with a rec- 
ognized degree of security obtains the use of funds in the money mar- 
ket. If those cases are excepted where mistakes were made in judgment, 
the ability of the entrepreneur to offer a high return is based on the greater 
profits being earned by his enterprise at the time. The Mississippi Bubble 
of 1720, the Ponzi episode in Boston 200 years later in 1929, the equally 
disastrous if less widely known Clarke Bros. affair in New York in 1929, 
and the Stavisky scandal in France were all logical, if somewhat extreme, 
examples of this fateful affinity. 

For this perfect reason, funds were drawn into the construction of 
canals, toll bridges, and toll roads in the latter years of the eighteenth cen- 
tury and in the early years of the nineteenth century. Similarly, because 
of the apparent high profits, funds were drawn successively into banking, 
insurance, the construction of railroads, the production of iron and steel, 
petroleum, automobiles, public utilities, motion pictures, chemicals, in- 
vestment trusts, and, more recently, the manufacture of airplanes, the 
development of air transportation, and the electronics industry. As addi- 
tional funds were invested in respective fields of transportation, public 
utility operations, and industrial and commercial endeavors, the net 
profits in those fields gradually decreased toward the average of the 
older, more established lines of business activity. Funds find their way 
into industries where profit possibilities are bright at the moment, while 
industries and divisions of industries with excess capital or where the 
capital is not efficiently or wisely administered are eaten into by oper- 
ating losses, top-heavy executive salaries, unwise dividend disbursements, 
voluntary liquidation, and bankruptcies. 

This early theory is even more fundamental than might be exemplified 
by isolated cases of forced credulity or general statements of economic 
history. Investors naturally prefer to place their funds where prospects 
of gain and return are brightest. Prior to the First World War, London 
was the money center of the world, as English investors for more than 100 
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years had recognized the possibility of greater returns by investing funds 
in the Argentine, on the continent, in Canada, in Africa, in India, and in 
the United States, rather than at home. At the opening of the First 
World War, approximately $5,000,000,000 of our securities were held 
abroad, and a substantial portion of this immense sum was owned by 
investors in Great Britain. 

In the years which followed that war, New York financiers began to 
compete with London for foreign loans. They were quite successful in 
obtaining their full measure of loans—too successful, in fact! Our finan- 
cial circles recognized the possibility of greater profits in lending funds 
not only to the less developed portions of the world but also to Germany, 
Austria, Italy, and Japan. Subsequently, the foreign bond column of the 
daily financial press gave silent testimony to our youthful urge for experi- 
ence, for easy profits. Since World War II American corporations have 
invested untold billions of dollars throughout the free world. 


MEASURES OF NET PROFIT 


There are two widely used natural measures of net profit for com- 
mercial and industrial businesses, a comparison with the tangible net 
worth and a comparison with net sales. Both measures are comple- 
mentary; the net profit on tangible net worth has become a guide to 
the use of funds invested in a business enterprise, the ability of the 
management to earn a return; while the net profit on net sales serves as 
a guide to particular operations and is more often utilized by active 
managements. Those enterprises that show the highest percentage net 
profit on tangible net worth and on net sales, not for a single year but 
over a sustained period of time, are naturally the most highly regarded. 
Those managements have done a better job, or the concerns are oper- 
ating in industries which are favorably situated. 

Sound business policies will generally dictate that some portion of net 
profits be retained in the business for expansion and development pur- 
poses. This does not mean that occasionally the retained earnings ac- 
count should not be utilized to sustain a reasonably steady rate of divi- 
dends. Of two concerns, however, in the same line of business that have 
earned approximately the same dollar net profits year by year over a 
period of time, if one disbursed approximately one-half the net profits in 
dividends annually and the other paid out three-quarters, the first one 
would be the more highly regarded by creditors, and the second generally 
by investors, although this view, in the past few years, has become greatly 
modified. 

The net profit, as the term is used at this point, refers not necessarily to 
the reported net profit that appears as the final figure in the income state- 
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ment. As explained in Chap. XIX, the reported net profit must, at times, 
be adjusted to take into full consideration unusual charges, factors, and 
situations. This profit figure, as it is used here, is after all charges, includ- 
ing Federal and state income taxes; it is the residue after all possible 
adjustments and charges, the real net profit.! Standards of net profit on 
tangible net worth on this basis have been computed in recent years for 
selected lines of business activity and appear in Schedule 70 on pages 566 
and 567. 

Other profit percentages on tangible net worth are sometimes worthy 
of exacting study in the comparison of the operations of competing 
business enterprises. Such profit percentages on tangible net worth 
are (1) the operating profit, (2) the net profit before extraordinary and 
nonrecurring charges but after all taxes, and (8), in the light of more 
recent tax laws, net profit after all adjustments but before Federal and 
state income taxes. Fundamentally, however, it is the final net profit, 
after all charges, that indicates, year after year, how well the funds in- 
vested in a business enterprise may have been utilized. All other profit 
figures, while interesting, are of secondary importance. 


Incentive of Profit to New Management 


During 1962, there were 430,000 new business enterprises and, it is esti- 
mated, around 360,000 successions, an average of 2,170 per day, including 
those where ownership changed hands (7.e., successions), so that the ven- 
ture was a new one from the viewpoint of the new owner or owners. A 
large part of business births are small-scale enterprises with invested 
funds of $20,000 or less. 

The underlying basis and the urge for this continual change, for the 
_tremendous number of new business enterprises which come into exist- 
ence, for the current all-time record number of active commercial and 
industrial business concerns, is the desire to make a profit in our system 
of free enterprise and private property. Many concerns—undoubtedly 
a very reasonable percentage of all new business concerns—are organized 
by men who want to be their own boss. But even where that urge might 
seem to be the underlying basic motive for the action, those concerns can- 
not remain in business without making a profit, even though that profit 
might be represented by the salary or salaries taken out weekly, semi- 
monthly, or monthly by the owner or owners. 


1In 1948 considerable discussion developed in Congressional hearings, labor circles, 
and the press as to whether or not aggregate ‘‘profits’”’ of all corporations were too 
high! This subject is discussed in a pamphlet A Study of the Theory of Corporate Net 
Profits by Roy A. Foulke (Dun & Bradstreet, Inc., New York, 1949). The pamphlet 
outlines the assumptions of accountancy on which a profit figure is based and then 
discusses the relativity of the figure of net profit and the economic function of net 
profit in an incentive economy. 
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The profits of many neighborhood grocery stores, drugstores, and 
general stores are represented by the living which the owners make for 
their families in operating those stores. As business concerns grow in size 
and become more and more important in their neighborhood and in their 
industry, profits gradually change from a “living” for the owners to a 
combination of increased salaries plus an accounting profit after all 
salaries, and finally to corporate accounting profits, before and after 
taxes. It is this urge for profit in some one of these senses which is the 
reason why we have more active business concerns in existence in the 
United States today than ever before, and more in proportion to our 
population than anywhere on the face of the globe. 

It is natural that when profits are relatively high, more new concerns 
are organized than go out of existence, either by bankruptcy or by volun- 
tary liquidation. And the opposite trend takes place when accounting 
profits become smaller and smaller as a result of keener competition, and 
losses are assumed by an increasing proportion of the business population. 

Possibly it is easy to earn a business profit. If it is, one would be 
inclined to feel that many of the millions of employed civilian labor force 
would organize and operate their own businesses. The great turnover 
each year in business concerns and the constantly high percentage of 
discontinuances for one cause or another might hold the answer. Possi- 
bly it is not quite so easy to operate a business profitably, a small one or a 
large one, year after year, during periods of inflation, deflation, good times, 
and bad times. Managements of relatively few business enterprises are 
able to do so. 

It was the urge for profit which sent the New England traders in the 
colonial days in their ketches loaded with dried and salt fish, flour, bread, 
and barrel staves to the West Indies islands. It was the urge for profit 
which brought Samuel Slater to the United States from England in 1790 
to build, equip, and operate the first textile mill in this country on the east 
bank of the Blackstone River in Pawtucket, R.I. It is this urge for profit 
which induces one man to open a small retail grocery store and another a 
gasoline service station. 


Incentive of Profit to Managements 


For managements of large representative established corporations, profit- 
able operations involve a much broader horizon than the immediate re- 
sult. Profits are the essential means for reaching wider economic and social 
objectives.? But profit means more than some relative mathematical 


2 This subject receives interesting consideration in an article entitled ‘To Whom 
and for What Ends is Corporate Management Responsible?’’ by Eugene V. Rostov 
in The Corporation in Modern Society, edited by Edward S; Mason (Harvard Uni- 
versity Press, Cambridge, Mass., 1959), 
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black figure in the income statement at the end of an accounting period. 
Only profitable businesses over a period of years can provide jobs and 
opportunity for employees; only profitable businesses can earn a satis- 
factory return for investors on their earnings; only profitable concerns 
can spend money on improved tools and methods that make possible 
better products for customers; only profitable concerns can help others 
progress, including dealers who handle their products, and raw material 
suppliers; only successful corporations can set up pension funds for all 
employees; and only profitable businesses can pay their share of the 
heavy costs of present day government by participating in the payment 
of Federal and state income taxes. 

It takes more than high profits to provide the environment under 
which funds of investors flow into business activity. During periods when 
investors fail to provide additional funds for management to expand the 
means of production, those funds must be obtained from reinvested earn- 
ings, earned depreciation, and borrowings from banks, insurance com- 
panies, and other creditors. So we come back by another route to the 
size of profits, profits of individual corporations, and profits of all corpo- 
rations. It is out of reinvested earnings that corporations must grow dur- 
ing those periods when investors are reluctant to provide the funds for 
expansion. 


TYPICAL NET PROFIT ON TANGIBLE NET WORTH 


Schedule 70 gives the median percentages of net profit to tangible net 
worth for 37 lines of manufacturing, 18 of wholesaling, and 11 of retail- 
ing for each of the five years from 1960 to 1964 inclusive, and a 5-year 
arithmetical average for each of these 66 divisions of business activity. 

Among manufacturers the highest 5-year average is shown over this 
spread of years by manufacturers of drugs with 13.37 per cent, followed 
by bottlers of soft drinks with 10.98 per cent, and machine shops with 
10.00 per cent. Typical percentage net profits, as can readily be seen by 
a glance at Schedule 70, are materially lower than these figures for the 

_respective individual years, as well as for the 5-year averages. 

The highest 5-year average among wholesalers is produced by whole- 
salers of wines and liquors with 8.66 per cent, followed by wholesalers of 
gasoline, fuel oil, and lubricating oil with 8.43 per cent, and wholesalers 
of meat and meat products with 7.81 per cent. At the lower extreme are 
wholesalers of hardware with a 5-year average net profit on tangible net 
worth of 4.32 per cent, and wholesalers of dry goods with 5.08 per cent. 

For retailers the highest 5-year average is disclosed by discount stores 
with 11.71 per cent, followed by grocery and meat stores with 10.14 per 
cent, and women’s specialty shops with 6.31 per cent. 
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[Schedule 70] Ratios or Ner Prorits To TANGIBLE Net WortTH 
Percentage 

Lines of Business Activity Median ‘fers 

Year 
Average 

1960 | 1961 | 1962 | 1963 | 1964 
MANUFACTURERS 
Agricultural Implements and Ma- 

CHINE Vp corte e patere eae: 8.10} 8.62] 9.60) 10.00] 11.78 9.62 
Airplane Parts and Accessories.......| 5.45} 8.61] 8.58} 8.10] 9.60 8.07 
Automobile Parts and Accessories....}| 5.16} 8.59] 9.27] 11.15] 12.50 9.33 
Bakers ies eth centy bie rtetietet rate tee a 10.41} 8.46] 8.24] 8.88] 10.30 9.26 
Bedsprings and Mattresses.......... 4.42} 3.20] 4.09] 3.09] 4.77 3.91 
Bodies, Auto, Bus, and Truck........ 5.89 6.30) 4°49)" 7 74728 6.34 
Bolts, Screws, Nuts, and Nails.......| 7.86] 5.53] 6.59] 8.79] 10.88 7.93 
Breweries....... Fe Chee ey ee tif || OAS |. PCE Lik Oecd] eet 6.70 
Chemicals, Industrial. Ie eR 5 Lees 9.74}10.20] 8.97) 9.03] 10.66 9.72 
Coats and Suits, Men’s and Boys’....} 5.35] 3.49] 5.49] 5.68] 3.10 4.62 
Coats and Suits, Women’s..........:| 8.98] 9.71]11.80| 8.17] 8.37 9.41 
Confectionery...... CAG |e Sed ls OAS OOS ule: 9.66 
Contractors, Building Construction. et Oey 7 Wz TO) | SAS 8.84 
Wontcactors: Wlectricale..4-. enn EO || thseD)|| Wasi) O28), GO Oe 7.95 
Cotton Cloth Mill si. eee sewers i LO) AWA Sy ee Oooo) |i Omdira mere 6.47 
Dresses, Rayon, Silk, and Acetate 4.20] 6.26] 8.53] 11.03) 9.28 7.86 
DRUG SOR oe ears. hn eee 14.92] 11.35] 14.14] 11.06] 15.36] 13.37 
Electrical Parts and Supplies......... 10.54] 7.10] 9.382] 8.78] 10.96 9.34 
Foundries, Iron and Steel............}| 3.61] 3.07] 7.53] 8.74111.20] 6.83 
Fruits and V iculacnce @annersteesee Ug S5N S752) Ga 038i MeCHOO Eom Vata 
Furniture...... eae eee aoe DO Lon OO) (94m GeiOleOmGO 7.04 
Hardware and Tools. . Sees aoe! Wee) Ge GDI) SsOS) Baer loss 8.26 
ELOSICR Veta Poe ee ee 4.25) 6.97] 5.05] 6.52] 4.19 5.40 
Deum b er hrreciegs barbecue eae ee bce §.10| 4.47) 8.27] 8.42] 8.47 6.95 
Machine Shops.. ‘ Bale thal tent SiG SZ oe) lola EOROU 
Meats and Provisions, Packers. . sel ee@ss|) Geil) QO 78s) O. Sil 7.82 
Nictali Stampinese ese eee Deer || seid Ol 7/4333 || 10), 7/33 4) 11). Bil 8.83 
Outerwear, Knitted. . , Pets TA G9) O44 eee 251 Oe 4s Sel 8.73 
Overalls and Work Clothing... so Dolls 758s) BB) WO) O42 7.30 
Paints, Varnishes, and Lacquers. ee. 9.20] 6.69| 9.30] 8.11] 9.23 8.51 
PADI ee oa ee ae ee ee CME) COD eo FAB (BGO) 9/ SR 
RapersBoxes Quad tsa: ue ee eee Ce AZO.) ile OG). S25) | esa 04s ese AO 
IPEIMGCTS GOD ee ee eee ae ee, We all Or OS) le ORO Sil 4S lee She ele? 7.61 
Shirts, Underwear, and Pajamas, 

INET Stents ate en eis eerie ARS ll) |e OO EG ROG IMS OGHEESE SS 8.30 
Shoes, Men’s, Women’s, and Chil- 

nen Se ng ae eee ce aren on ane ee 5.40} 6.94] 6.70] 7.40] 8.85 7.06 
Soft Drinks, Bottlers. . : 7.07 | 12.04] 10.83] 10.61] 14.35] 10.98 
Structural Iron and Steel, Fabricators. OFS PSeO6)| MOM ol LOL ZONE sea > 6.60 
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Ratios oF Ner Prorits to TanerBLte Net Wortu (Continued) 
{Schedule 70 (Cont.)] 


Lines of Business Activity 


WHOLESALERS 
Automobile Parts and Accessories... . 
Cigars, Cigarettes, and Tobacco...... 
Contectionerya... nem rere ee 
Drugs and Drug Sundries........... 
1 Dyeive (Gyevote ea eke eee Se aia 
Electrical Parts and Supplies......... 
Fruits, and Produce, Fresh.......... 
Gasoline, Fuel Oil, and Lubricating 


Oil Ren eee ac 


Household Appliances, Electrical..... 
Lumber and Building Materials...... 
Meat and Meat Products............ 
Paints, Varnishes, and Lacquers...... 
IBRay YEN Panc| oh, ase eee epee ee 
Plumbing and Heating Supplies...... 
Shoes, Men’s, Women’s, and Chil- 

GES ATER a eee easegoeicech cen coe eee 
Wanessand Iiquors sisters ok sich ae 


RETAILERS 

Clothing, Men’s and Boys’.......... 
Clothing Men’s and Women’s........ 
Wepartment StOLeSans as. san. - ose 
IDISCOUNLIStONeS)mts 2G, oti os Biers ee os 
ornishingss Mien s.em oe a- 8-5-2022 oe 
JOIN, Se esd or akgd ceeeee cone 

Groceries and Meats................ 


SHOCS ete ew ird Je cas. G5. 4 
Women’s Specialty Shops............ 


1960 


1961 


On 


OP CrNIO DN 


LoL oar POD OD 


Oro or 


Or P WOK P- 


Percentage 
Median 
1962 | 1963 
S|) 77 
4,51) 6.43 
4.74] 4.26 
67525) 7146 
423) 5.42 
4.88] 7.18 
6.44] 7.58 
7.91 | 10.60 
6.67| 7.54 
4.76| 4.51 
6n05) mond: 
AS) Sil 
a9) tee 25, 
SOL | a 162 
4.74} 5.70 
4.91} 6.26 
5.18} 4.94 
8.50] 8.86 
SME GOs 
3.66] 7.79 
4.65| 4.59 
Th! 5) || OW 
4.99} 6.48 
4.91} 5.99 
10.32 | 10.56 
2.89) 452i 
BU By! 
4.60| 5.66 
5.05} 6.90 


Coe 


_ 


fe 


DOD OnNNP & OO 


Co 


— 


a 
OornwnorrRRe hon 


NOON DD OD 


Or or or N Or cr & CO 
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THEORY AND PROBLEMS 


1. Explain why the percentage figure of net profit on tangible net worth is significant. 


2. Why are other percentage profit figures on tangible net worth, such as (a) operating 
profit, (b) net profit before extraordinary charges but after all taxes, and (c) net 
profit after all adjustments but before income taxes, at times of considerable sig- 


nificance? 
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. According to classical economic theory, funds are drawn into those industries 
where the current rates of profit, commensurate with reasonable safety, are the 
highest. Briefly explain what is meant by this theory. 


. Figures of Wholesale Gasoline and Lubricating Oil, Inc., have been set up below in 
comparative columns ready for immediate analysis. Make a complete internal and 
comparative analysis of these figures based on your study of this volume up to this 
point. 
WHOLESALE GASOLINE AND LuBRICATING OIL, INC. 
Comparative Figures for Years Ended December 31, 19— 


(C) (B) (A) 
Three Years Two Years One Year 
Ago Ago Ago 
ASSETS 

COPS tty iat Bek Me oe De nara $ 16,078 $ 17,993 $ 6,385 
Accounts Receivable............ 69,190 63 , 529 89, 939 
Merchandiseta.n see ee Ieee eee 2, 128 50, 853 
CurrentwAssets i cree. oLeeeeL- $ 85,268 $ ©83,, 650 $ 147,177 
HixeduAssetsn Nels arene. = ener 1,482 1,310 1,031 
Investments aaseeee te rant = yeas 2,213 2,273 2,273 
PrepaidvorsDeterred =. nee 1,706 2,082 1,782 
Cash Value Life Insurance....... 145 1,116 1,832 

INGA cea AE ORES eee ee $ 90,874 $ 90,431 $ 154,095 

LIABILITIES 

Notes Payable to Bank......... $ 6,000 $ 6,000 $ 26,500 
INCCOUDUSE LAV aAb lene ete eres 53, 745 53,149 93,115 
IROSCI VCS a otetc ees ree GS Sot cL nate en Ma eee ee 600 
Current Inabilities.............. $ 59,745 $ ©6559, 149 $ 120,215 
PAP ELETTCGaStOCK ss ..a5 5h seston eee ee 20,000 20 , 000 
Commonsotock=aere en te 20,000 100 100 
Retained Harningse se sas. 11,129 11,182 13,780 

PROTADP ate tee ca a, A. $ 90,874 $ 90,431 $ 154,095 
INGE MEO Vi COW cote de open §) PB $ 24,501 $ 26,962 
Car enue GQit0 wa. eee, ee 1.44 W245 22 
MangiblesVet Worthy =... = ea ee 3 lal29 Saole 282 $ 33,880 
Salegi ee enone cele hae ae, ee pee, $1,453,324 $2,189,739 $2,714,118 
INGER TO lit sie se. .8 eee, SAS 4 2,623 1,053 2,598 
DIVIGENUSHeR earch, Sea | None 1,000 1,000 


§. As a stockholder, you have received a circular letter from a corporation which 


states that income from operations for the past year was materially greater than for 
the year before. The only information given is as follows: 


For year A the gross income of the corporation was $4,700,000; after deducting 
$4,000,000 for cost of goods sold, general, selling, and administrative expenses, and 
$250,000 for depreciation, interest, and Federal income taxes, the net profit was 
stated to be $450,000, which was equivalent to 24 cents per share on the outstand- 
ing common stock, after paying 6% dividend on preferred stock. 
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The net income for year B had been $196,000, which had been equal to 2 cents per 
share on the outstanding stock after paying the preferred dividend. 


You recall that the only stock changes during the two years were issues on Jan. df 
year A, of 200,000 shares of common stock and $500,000 preferred stock. In view of 
the large difference in the stated profit per share between year A and year B, you 
wonder if the reported result appears reasonable. 


Prepare a, financial statement explaining and reconciling the figures for the 2 years, 
showing the number of shares of common stock and the amount of preferred stock 
outstanding. 


[Adapted from A.I.A. Examination] 


. The audited balance sheet and the income statement of the Paper Mill Corpora- 
tion are given below. Post these figures on a columnar sheet, compute the net 


Parer Mitt Corporation 
Balance Sheet for Year Ended December 31, 19— . 


ASSETS 
Current Assets 
Casneingbanksangconsnand sera. ee oe ei eee oer $ 143,699 
Customers’ accounts receivable...................... $ 564,263 
Customerssnocesmeceivableme erie se eee ee 11,262 
Miscellaneous accounts receivable.................... 16,634 
$ 592,159 
Less: Reserve for bad debts and cash discounts......... Zl, O25 570, 634 
Raw materials and supplies, and stocks finished and in 
process—at the lower of cost or market prices........ 1,406,842 
EGtaleCurrentrAssetses ut ee eee S22 
Sundry Accounts and Notes Receivable. . 5,979 
Cash Value of Life Insurance (policy pledged for First 
INortrareeBonds) aaa fons eae ied eee eo tees ons 17,395 
IMVieSEnVentsmty sw eae ner a hy SOR Lae RO? 11,145 
Land, Buildings, Machinery, and Equipment—at reproduc- 
tive values as appraised, plus additions at cost......... $10,397,619 
WesssmReservie 1Oridepreciations a. ss). 0-062 02 eeo. |) 0, 800, 912" 4, 53l 0K 
IBKepaldebixpenses meres Aa ete hea ee ee ne es sere as 42,356 
$6,729, 757 
LIABILITIES 
Current Liabilities 
Accounts payalole—— trad Cree oe. cont eeeae ops ies $ 355,963 
Accounts payable=—sumdrye.) 42.) eee as ae 7,017 
Accrnucdtexpenses:andsinterestm 1-0). 25-0 208 os ene 139 , 644 
ULC AsesMONe yan OLES Ear Me w-Rw yo cee ee et eek 15,000 
Provision for income and profits taxes................ 112,230 
hotala@urrentaliabilitiesmerriec tele aye ae aoe eee $ 629,854 
First Mortgage 4% Serial Gold Bonds payable in 5 years. 63 , 500 
Purchase Money Notes, maturing monthly in 3 to 6 years 41, 250 
Reserve for Workmen’s Compensation Insurance......... 8,843 
Capital Stock 
Authorized and issued, 178,000 shares of no par value.. $ 4,073,500 
Wess-pinetreasuryne! OOishanesia.rpracs aareel se serauorates 2,288 
$ 4,071,212 
PENG tal Sino asad omag Gn peuesae hae see me or yom ere ate {Voll 222 
eaxgrines! DEVINE | oa cadecsdebgoococdbe seasacannenc 603,876 5,986,310 


$6 , 729, 757 
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Paper Mitt Corporation (Continued) 
Income Statement for Year Ended December 31, 19— 


NetiSales)sncc chee calGks cee ton Rn ie ee eer as ea ere ers $7,917,978 
Cost of Sales (exclusive of Depreciation)......................-5.+-- 6,430,932 
(Grossserofit, before. Depreciation sane emer itr tr eee $1,487,046 
General Expenses (exclusive of Depreciation)...................-.-.. 604, 889 
Net Profit from Operations, before Depreciation................... $ 882,357 
Other*Expenses—Net 4) ademas Jack aes ee eine eo oarer 32,890 
Net Income, before Depreciation and Federal Income Taxes......... $ 849,467 
Provision for Depreciation of Plant and Equipment.................. 312,711 
Net Income, before Federal Income Taxes..................+.--05- $ 536,756 
Provisionsonrederaleincome) Laxesa een ee ee ne ee eee ee 108,500 
INGE INCOMES ccnmk chao oo Sree coe ea ee es oe ee . $ 428,256 


working capital, the tangible net worth, and the percentage of net profit on the 
tangible net worth. Then make such other computations as seem expedient to you 
and write a thorough over-all internal analysis of this corporation. 


7. Below are percentage net profits on the tangible net worth of corporations in ten 
different lines of business. After each figure place the capital letter which describes 
that ratio: G, good; F, fair; P, poor. 


a. Manufacturer of bedsprings and mattresses............ 12.62 
b. Manufacturer of industrial chemicals.................. 2.71 
c. Manufacturer of electrical parts and supplies........... 1.22 
da; Manutacturertofsurniture aes eee ee 5.59 
é. Machine shops yi. vee ee coke ete ene nee ee ee 11.24 
f. Manufacturer of knitted outerwear................... 10.17 
Gea bolesaler.of men’s furnishing sss eee eae 9.30 
ba Wholesaler of meatrand poultrypenaee en eae pee 8.70 
t Wholesaler of paper:ctorcc. sk ser pn Oe Oe 1.88 
95. Wepartment. store as. oc Seeegrorsus tise Oa ee 9.72 


CHAPTER XXII 


Net Profit to Net Sales 


In certain industries, particularly those that specialize in the produc- 
tion of durable goods or of goods that are utilized in erecting, furnishing, 
and equipping homes, office buildings, apartments, lofts, and plants, it is 
exceedingly difficult to expand the sales volume greatly by reducing 
prices. The substantial investment in fixed assets in these lines of business 
activity provides a relatively low turnover of tangible net worth, that is, a 
relatively low volume of annual sales compared with the investment in a 
business enterprise. In recession years, net sales, every so often, may 
even fall below the tangible net worth in these lines of manufacturing 
activity. On the other hand, industries which have a low investment in 
fixed assets such as converters of cloth and manufacturers of women’s, 
men’s, boys’ and children’s apparel of all kinds tend to handle a large vol- 
ume of sales in relation to tangible net worth. 

An enterprise that is managed solely on the volume and the price theory 
generally needs particularly close watching by the active management of 
the business, by its stockholders if they differ from the active manage- 
ment, by its bankers, and by its trade creditors. There is always the possi- 
bility of a breakdown in demand brought about by some unforeseen event, 
such as the unexpected effect of a new policy, a change in style, or newly 
developed competition from other products. If liabilities are heavy, 
trouble invariably is in the offing. A business enterprise, like a human 
body, must have reserve strength available for every possible emergency. 

So, although net profits are the economic end of the business enter- 
prise, a business cannot be operated solely for the maximum of immediate 
profits. The proportions of its balance sheet, the size of its liabilities, the 
condition of its receivables, and the amount of merchandise must simul- 
taneously be kept in healthy relationships to the net working capital and 
the tangible net worth. If net profits are unusually large, the basis of these 
profits should be carefully analyzed to ascertain if the result came from 
economic factors of a particularly favorable character which might be al) 
too temporary, or from efficient operations and unusually capable, con- 


scientious direction. 
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It is significant to find that for the accounting period ending June, 
1962, the latest years for which these figures have been made available 
by the Internal Revenue Service of the U.S. Treasury Department, the 
average net income after taxes of all incorporated manufacturing enter- 
prises in the United States was 3.9 per cent of their ‘“‘total compiled 
receipts’! of $336,831,000,000 and 3.3 per cent of their total compiled 
receipts of $281,121,000,000 in 1953. For wholesale corporations, the ratio 
was much lower, 1.5 per cent on total compiled receipts of $114,908 ,000,- 
000 in 1962 and 1.0 per cent on $81,500,000,000 in 1953. For retail corpo- 
rations, the ratio was 1.6 per cent of total compiled receipts of $109,514,- 
000,000 in 1962 and 1.2 per cent of $79,769,000,000 in 1953.” In other 
words, to realize $1 of net profit, the average manufacturing corporation 
in the year 1962 had to sell approximately $25 of goods, the average 
wholesaling corporation slightly over $66 of goods, and the average retail- 
ing corporation slightly over $62. To put it another way, the typical 
wholesaling corporation in 1962 had to sell about 214 times as much 
merchandise and services as the typical manufacturer, and fractionally 
more than the typical retailer, to realize the same dollar net profit. 


INCREASE NET SALES 


There is widespread point of view in business that the volume of net 
sales is the most important element in obtaining net profits. This point 
of view has been aptly condensed by G. Charter Harrison in the following 
words. ““The primary factor in profits is sales volume, and the value of 
increased sales volume per dollar of sales, due to these increased sales 
not adding to the fixed charges, is far greater than any additional selling 
expense which would be required, in the majority of cases and under 
normal conditions.’”? 

In other words, every business enterprise, as we have seen in Chap. 
XX, has what is known as a break-even point. Net sales above this point 
result in increasing net profits because very little additional expense is 
involved, all fixed expenses having been covered by the net sales up to 
the break-even point. Above this point, sales expense may be greatly in- 
creased to obtain additional volume which is then more profitable up to 
the point of diminishing returns. 


Unfortunately, the figure of net sales is not available in this study. The difference 
between “total compiled receipts’? and net sales in a national study of this nature 
would, however, be relatively moderate. 


* The 1962 figures are from Statistics of Income, 1961-62, Corporation Income Tax 
Returns, pp. 247, 250 (Internal Revenue Service, U.S. Treasury Department, Wash- 
ington, D.C., 1964). The 1953 figures are compiled from Preliminary Report, Statistics 
of Income for 1953, Part 2, pp. 7, 9 (Internal Revenue Service, U.S. Treasury Depart- 
ment, Washington, D.C., 1956). 

* Harrison, G. Cuarrer, What! No Reports at All, Mr. Knudsen? p. 9 (G. Charter 
Harrison, Madison, Wis., 1941). 


NET PROFIT TO NET SALES 573 


_ A manufacturer of nuts and bolts needs net sales of $100,000 per 
month, for example, to break even. Sales below that point will not cover 
all fixed expenses and a loss will be assumed. Above that point, however, 
net profits expand. On monthly sales of $150,000 a net profit of 2 per cent 
on sales might be recorded, while on monthly sales of $200,000 a net 
profit of 3 per cent might be earned. On the first $100,000 of net sales per 
month, all administrative salaries, office expense, plant maintenance and 
depreciation, real estate taxes, insurance, interest on funded debt, if any, 
are covered. These fixed expenses now being covered, additional sales 
bring an increasing rate of net profits. This rate continues until the plant 
is being operated at top capacity and top efficiency. Additional volume 
above this point would involve the erection of an addition to the plant 
or a new plant, all of which would then bring a sudden increase in fixed 
charges, or a rate of diminishing return. It is this specific knowledge 
applied to each business enterprise that is essential for the most effective 
sales operation. The measure is the rate of net profit on net sales. 

It was because of this very substantial volume of net sales above the 
break-even point that the net profits of so many prime contractors and 
subcontractors were so large during the Second World War prior to re- 
negotiations. Sales from five to ten times the normal peacetime volume 
of a “‘contractor’”’ were not unusual, all with one or a very limited num- 
ber of customers so that little or no sales expense was entailed, and with 
the operation of plant facilities at top capacity. In fact, these large net 
profits were a fundamental reason for the enactment of the initial law on 
renegotiations on the profits of contractors handling annual sales of war 
equipment, materials, and supplies in excess of $100,000. 


TYPICAL NET PROFIT TO NET SALES 


Schedule 71, on the following two pages, gives the typical median per- 
centages of net profit to annual net sales for 37 lines of manufacturing, 
18 of wholesaling, and 11 of retailing for each year for 1960 to 1964 in- 
clusive, and a 5-year arithmetical average for each of these 70 divisions 
of industry and commerce. Business enterprises that show percentages 
above these figures would naturally be more highly regarded; those that 
show percentages below these figures would generally be less favorably 
regarded. 

In 1960, 1961, 1962, and 1964, the highest median percentage of net 
profit to net sales among manufacturing lines was disclosed by manu- 
facturers of drugs with 8.62, 6.97, 6.97, and 6.83 per cent respectively, 
and in 1963 by manufacturers of industrial chemicals with 4.61 per cent. 

The median percentage of net profit to net sales for wholesale and 
retail trades was lower and varied less from year to year then in the 
manufacturing lines. For wholesalers, the highest median rate of return 
-o net sales was shown in 1960, 1961, 1962, and 1963 by wholesale dis- 
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(Schedule 71] Ratios oF Net Prorits To Net SALES 
Percentage 
Lines of Business Activity Median (hin 
Year 
Average 
1960 | 1961 | 1962 | 1963 | 1964 
MANUFACTURERS 

Agricultural Implements and Ma- 
chinery.. ¢ oe eal SONS 2995 "Sn06Ne3e405 (42701 3.65 
Airplane Parts and. Accessories. WNecr ae PW SOOM a Ss ERGY | ah.a333 2.85 
Automobile Parts and Accessories....| 2.51 | 3.60 | 3.66 | 3.63 | 4.01 3.48 
IBAKErSAS TER. sete ttn MATES Gen oo Ad OMT IMLS ele oS. ele SOM eon OS ae 
Bedsprings and Mattresses.......... 1 53a ele Ole ele GGm ets OSs ele 25 i S31! 
Bodies, Auto, Bus, and Truck........ 1S 5 E2292 0 MOSS e221 non 2a 
Bolts, Screws, Nuts, and Nails.......| 2.41 | 1.77 | 3.45 | 2.73 | 3.94 2.86 
Breweries. . ant endl te | Bh IZ || Pherae) | eh ey lett (4! 3.31 
Chemicals, Industrial. Meet Pee Gi 3.60 | 4.68 | 4.51 | 4.61 | 5.49 4.58 
Coats and Suits, Men’s and Boys’....} 1.05 | 0.65 | 0.80 |. 0.88 | 0.70 0.82 
Coats and Suits, WOME 6 ga es ol elf WMS thes Ps al lesley i OsGli || Ose 1.09 
Confectionery. . KOO PPPS |) Pras || Heats || oO || 4.78) 
Contractors, Building Construction. NAD else) LetSa ele Saele 26 1.29 
Contractors, Electrical.............. UST POLO Op aL etsy 225 20 1.97 
Cotton Cloth IMLS eco ee eect aa: SAP) || Mrties |) Pak |) Bess || 4 bys 3.39 
Dresses, Rayon, Silk, and Acetate O25 |) MaGsy | alah OG |) On 71 0.72 
DTU See. Wey ies ne hoe Bs eALERTS | 8.62 | 6.97 | 6.97 | 4.38 | 6.83 6.75 
Electrical Parts and Supplies......... BE OA 2 Ooo O45 eon GOnl monde 3.25 
Foundries, Iron and Steel............] 1.86 | 1.66 | 2.40 | 3.05 | 4.25 2.64 
Fruits and pues Canners...... QMS 2s O45) e209) | B2ES 4s R2n6S: 2.38 
Furniture...... ee See le LO Ze 2R 039 eo Olan ial Som lem oe: 2.33 
Hardware and Tools. . Joe sll 2 adoy (Boson Noel mom com manag 3.65 
IELOSTCT Yarer etna een MeN Han LSC RR OUR elo Om |mlesiia/ mao as 1.97 
um ber sige eke oe Ana ee eee DSS || PIM, | oBakstsy || P25. |] Bi, 1G) 2.86 
Machine Shops. . Sts || Da PS) | to) || aoe SOD 
Meats and Provisions, Packers. . ORT (aOR TORS S Oh (As mleO9 0.84 
IMtatnil Suaieny aes. eG 8 ae Me Cane abe ib stetsh | P25 Med |) PA Ber || aha deh 1] Bh, 2A! 2.97 
Outerwear, Knitted. . sod Gob moa CORSE | O50) i Weakoy |) sk 7day jp) alee) 1.38 
Overalls ad Work Clothing. . Bel el eked libs Teatvay |) eGR | Sb Sk ab ah) 1.68 
Paints, Varnishes, and Lacquers. Dae nee PI raat) | CELE NT Oe fay |) 33, (OY 3.11 
PAD CPEs TRA Sctictor yar ie ich earnk tack D087 0 200) (47860 "360 4a3o 4.70 
Papert Boxes? acheter tat Leelee SLL West ONS s9Gal 2: Gia 2.94: 3.16 
BOHM UNM aohgeuseasepanencoscci) lacey | Oe | wo eee | DSzE ll oF av 2.58 

Shirts, eas and Pajamas, 
WISE, Gono okod eos sak apa sel lun Thea! Wo oRy Piso al oo 1.66 

Shoes, Men’ 8, "Women’s, and Chil- 
Ceti! 8 goer ep ra Bat Oe tla ete ace bah. WG GBS IPS Al oe 6 
Soft Drinks, Bottlers.. a )eay ster lose (Peegctsh |e Gs) Gy Aas 4.89 
Structural Tron and Steel, Fabricators. iy dapi lel GOI Meth, 723. | Pail || OL 1.95 
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Lines of Business Activity 


1960 


WHOLESALERS 
Automobile Parts and Accessories... . 
Cigars, Cigarettes, and Tobacco...... 
Contectioncry we eee ee 
Drugs and Drug Sundries........... 
TDA GROG Eis g.teee ieee ee cee ee 
Electrical Parts and Supplies......... 
Fruits and Produce, Fresh. . 
Gasoline, Fuel Oil, and Lubricating 

Oi Pc Pr diys Wane ack orpone. Sueyened 


Household Appliances, Electrical..... 
Lumber and Building Materials...... 
Meat and Meat Products............ 
Paints, Varnishes, and Lacquers...... 
RA pele aries mere, 200 Aen. 
Plumbing and Heating Supplies...... 
Shoes, Men’s, Women’s, and Chil- 

RCM SPRAINS occ tke. rags ees eee 
WantesrandmIbiquersy..... 2. one oe 


RETAILERS 

Clothing, Men’s and Boys’.......... 
Clothing, Men’s and Women’s....... 
Department OvOLesmas aso ce ne 
Discount StOreswen: yack es Ee 
ummishingse Mienis 5545 cece Sd er 
Furniture. . : 

Groceries and “Meats. . 


SAO OS iw ceeds een Sere cee ee 


1961 


[= =) 


CORerF OF 


Bre eH OrFrOrOrF 


Percentage 
Median 

1962 | 1963 
1.63 | 1.88 
0.28 | 0.36 
0.50 | 0.61 
0.97 | 0.98 
0.98 | 0.88 
0.97 | 1.10 
0.90 | 1.12 
2.03 | 1.95 
0.61 | 0.63 
1.30 | 1.29 
0.90 | 1.10 
1.64 | 1.69 
OB |) a, Wes 
il ey |) 1 ll 
1.10 | 1.01 
1.49 | 1.58 

.90 | 0.81 

.38 | 0.96 
DeThes || Pee! 
1.28 | 2.33 
1.30 | 1.60 
1.05 | 1.68 
1.98 | 2.14 
3.10 | 2.06 
(gO |) Than 
Sy || Oo 
17 || BeOw 
1.97 | 1.69 
1.83 | 1.86 


1964 


ore 


— 


Ooror. 


FBPRPNOrRFrF OND 


Bical 


42 


08 


91 
42 
83 


06 
64 


.35 
£03 
.69 


“a 


23 
pales) 


60 


. 02 


1.18 


LO NO a NO eo) 


.46 
.20 
.80 


14 


39 
mo 


16 


BO 


Five- 
Year 
Average 


SISOS) OT 


el et ee oe we) 


LO lO ot we) 


a a eee ee ee eS 


tributors of gasoline, fuel oil, and lubricating oil with 2.67, 1.95, 2.03, 
and 1.95 per cent respectively, and in 1964 by wholesalers of paints, 
varnishes, and lacquers with 2.23 per cent. For retailers, the highest rate 
of return to net sales in 1960 was shown by men’s furnishing stores with 
2.95 per cent, in 1961 and 1962 by furniture stores with 3.24 and 3.10 
per cent respectively, in 1963 by men’s and boys’ clothing stores with 
2.34 per cent, and in 1964 by retail shoe stores with 2.57 per cent. 
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For the entire 5-year period, the highest average percentage net profit 
on net sales for manufacturers was disclosed by manufacturers of drugs 
with 6.75 per cent, followed by soft drink bottlers with 4.89 per cent, 
and paper mills with 4.70 per cent. The 5-year average net profits to net 
sales for wholesalers and retailers were materially lower. The highest 
5-year average among the wholesalers was disclosed by wholesalers of 
gasoline, fuel oil, and lubricating oil with 2.13 per cent, followed by 
wholesalers of paints, varnishes and lacquers with 1.89 per cent, and 
wholesalers of meat and meat products with 1.81 per cent. The highest 
5-year average among the retail distributors was shown by furniture 
stores with 2.47 per cent, followed by men’s-and boys’ clothing stores 
with 2.38 per cent, and men’s furnishing shops with 2.14 per cent. 

Of the 66 divisions of industry and commerce comprising this 5-year 
running study, 22 disclosed net profits to net sales in excess of 2 per cent 
in 1960; 30 in 1961; 26 in 1962; 28 in 1963; and 33 in 1964. For the 
5-year spread, 23 of the 37 manufacturing lines showed average net profits 
to net sales in excess of 2 per cent, only 1 out of the 18 wholesaling lines, 
and 4 out of the 11 retailing lines. 


THEORY AND PROBLEMS 


1. What are the comparative advantages of or reasons for computing the percentage 
of net profit on both tangible net worth and net sales? 


2. Every commercial and industrial business enterprise is in existence to earn net 
profits. Even though this statement is an economic truism, why should a business 
concern not be operated solely for the maximum of immediate profits? 


3. A wholesale or retail business enterprise generally must sell approximately two 
and one-half times as much merchandise as a manufacturing concern, on the 
average, to realize the same dollar profit. Can you explain why this is so? 


4. Company X and Company FY are competitors. They have both transacted approxi- 
mately the same net sales each year for the past 4 years. Over these 4 years they 
have had the same aggregate operating profits, as the following table indicates: 


Company X Company Y 


Saris Esa kai ta ito Les ore Ore trae rin Bie ng asiate $12,500 $17,500 
Mica Beate anys tities eee in ee ee Ee 14,000 15,200 
WiearGar ec nmcsc ccc tos var sere ae ee ee 14,200 13,600 
DEC Ris Di ie recee ttre Siyenoxirsren bg el ene oe IE Pee mene CE 18,600 13,000 
ocalkOperatingy Pronts eee ane eee $59 , 300 $59 , 300 


Which of these two concerns is operating the more effectively ? Give your reasons. 


5. Comparative figures for a period of 3 years of the Department Store Corporation 
are given below. Approximately 30 per cent of the annual net sales are made on cash 
terms; the remainder on net terms due on the tenth of the month following the sale. 


NET PROFIT TO NET SALES / 


Compute the percentage net profit on the net sales for each year and interpret the 
3-year results. Then prepare an increase-decrease column and make a comprehen- 
sive internal and comparative analysis of these figures. 


DEPARTMENT STORE CoRPORATION 


Comparative Figures for Years Ended January 31, 19— 
a ae a 


(C) (B) (A) 
Three Years Two Years — One Year 
Ago Ago Ago 
ASSETS 
Bese et eee Or WPL PSV aE rex: $ 53,064 $121,344 $ 89,642 
Accounts Receivable.................. 68, 793 95, 483 82,290 
iMerchandisesemera ee fer ee LOGE 70S 113,407 134,515 
MALES CILLBA'SSELS Se Wolo asa osrey Se atts coctin nse oh Rea $228 , 565 $330 , 234 $306 , 447 
PIXCCWASSCUS NOt: ncaseas caren ower et on. 27,149 27,314 29 , 290 
Miscellaneous Receivables............. 1,918 2,945 804 
“ERS eg 6 ots ts ected, San ee 44,457 42,154 45,812 
ANOHUAG Bon aa oc aOR eat, bot a gana $302,089 $402 , 647 $382 , 353 
LIABILITIES | 

PLCCOUNtSH DA Val Gat anrs Sessa meer etnh iecre $ 69,702 $110, 152 $ 64,489 
/SOGRUEN ies Be cane Se eee, on ee 12 SST Siete - ieee 
Reserves for Vaxes)-..% 0. coved aac: ISOS (ela ated! nrg aA ee 16,657 
Others bilitleseppee ah ones. keane) nee AS tee Ak | Seeeeatnntees 3,066 
LET en TBE TOULILUES nes wc ecu $ 74,799 $122,885 $ 84,212 
Weferredein coment. eee se 740 850 1,623 
Herererred StOCkmeeinn neo Sct eae 191,400 191,400 191, 400 
COMMON COCKwsa we aes aes oo. 3, 828 3,828 3,828 
RetamedstHarnimgsss 2.60 sss ewe e Slmo22 83, 684 101,290 
“ANGLIA Bhs. 5 BO BSA ee aaa RG $302 , 089 $402 , 647 $382 , 353 

avet Working Capttal................-. $153,766 $207 , 349 $222 , 235 
QUT ETL IRAULO!. nes sarees, on oo teen 3.04 2.68 3.64 
HangiblewNet W Ortho... 4..25-2.-225.2. 226,550 $278,912 $296,518 
INet Salesic. v.40. Set. 25 ooo) Ol oA: ae $673 , 745 $780, 766 $877 , 175 
INGUSERONtS wer etree oo Saks oc okie ens 27 , 258 52,362 36, 746 
Din enc serra ee eee on, See None None 19,140 


6. The balance sheet, statement of surplus, and income statement of the Fruit & 
Vegetable Canning Company, Inc., are given on pages 578 and 579. Post these 
figures on a columnar sheet of paper and compute the net working capital, the 
tangible net worth, the percentage profit on tangible net worth, and the percentage 
profit on net sales. Compare and interpret these two percentage profit figures. 
Then make a comprehensive, over-all internal analysis of the accompanying figures, 
using such ratios as apply to this situation. 
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Fruir & VEGETABLE CANNING Company, INc. 
Balance Sheet for Year Ended December 31, 19— 


ASSETS 


Cashtand DemandeDepositsa-er eae see eo eee 


Accounts Receivable 


Trade (less allowance for cash discounts).............. 
HimiployeeSa. ssc. eset rats see ce cuccenet one eee ae 
(Od 61s) ht Mea Ne cin ene ARM ARR PR oD ou A ee 


Less: Allowance for doubtful accounts............... 


Inventories, at average cost 


Hinished merchandiseses. 46 oe ee 
Wiorkiin’ process=tr iwc. cevas 9 een eee oe: 
Wrapping materials, manufacturing supplies, etc....... 


1 AY Nile Seen PERCIRD ES ocd. 4 © th Seay a nC Meio Unto ete s 6 tee 
Buildings and improvements.............. $ 839,270 


Machinery and equipment................ 
urnibureandatix CURES meee reese ee 


Prepaid Expenses and Deferred Charges 


UM SUPA CE pone ieee cops. ee a wrote POR soca poy ee 
LNGKRAB EMIT VOLK nongmiie boone A oh uu eee oe 
Repaid and renewal supplies, etc................. 
IMtOnest eat seer eae cre cis oe PTE oe cccueet es oes 


ELONDOUKS hn aa oe sapien ttcetrchccarercin cae tee ere 


PRP AC Crps mets ns tots etic oe ete te eae eee 


Other 


Dividends Payable 
Accrued Liabilities 


Salariesiand wavesyses. pas Se SS. Syst hee ey oe 


Taxes, other than taxes on income......... 


Provision for Contingencies 


Provision for Federal and State Taxes on income, estimated 
Total Current Liabilities (Forward)......... 


$ 818,399 
477 
230,398 
$1,049,274 
56,551 


$9,447,297 
629 , 233 
821,941 


1,165,005 


29 ,596 


17,119 


$6 , 915,000 


1,182,992 


$ 95,532 
6,971 
17,767 


$ 35,831 


‘ 25 , 966 


$ 3,192,282 


992,723 


10,898,471 
64,999 


$15,148,475 


1,245,720 


276 , 447 
344, 997 


$17,015,639 


$ 8,097,992 


120,270 
20,397 


61,797 
10,019 
188 , 332 


$ 8,598,807 
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Fruit & VecETaBLe Cannina Company, Inc. (Continued) 
CaPITAL 


579 


Total Current Liabilities (Brought Forward).... $ 8,598,807 


Preferred capital stock, 6% cumulative; par $100, redeem- 
able at $105 per share plus accrued dividends. Author- 
ized 20,000 shares, retired and not reissuable 6,356 


shares, outstanding 13,598 shares....................- $1,359,800 
Class B common capital stock, par $10, authorized 200,000 

shares, outstanding 142,080 shares.................... 1,420,800 

$2,780,600 

Harmedssurplusmas annexed 4.25.2. 5 06.502 se eee 5, 636, 232 


8,416, 832 


$17,015,639 


Statement of Surplus 
For the Year Ended December 31, 19— 


Earned 
SALAM CO me) Qilee Ll Om one yer nian eerste cosine et aden Ret ct ans il ln $ 6,896, 674 
Alda -serotit tor thesyearas annexed 1.2 se. see cles es oe nan 144,896 


$ 7,041,570 


Deduct: 
Cash dividends 
Rneternedestocks)2 9025) Der isharcea qaree needa ore are ae $ 397,742 
Class A common stock $20.80 per share..................-.005. 320, 257 
Excess of redemption value ($60 per share) over par value ($10 per 
share) of class A common stock (15,397 shares called for redemp- 
CL OTL) mere ees MOM Neh nan roger, CMR Rind: fein fe nee yo meine alae 687 , 339 
$ 1,405,338 
Balance wm ICC wo lee Otis otk emery Bee Ne Cy aries APoHeRce ae cece ae $ 5,636,232 
Income Statement 
For the Year Ended December 31, 19— 
ales meCAS MC UUTTIS ie aen ery caso nya reer nn EN earn hoe Neos 0), Se sah he $21 , 683 , 635 
COStIOLESALCSMRMU ER Cot re ne ee ea oe clean Gu triton A ee 18,051,366 
(Grossq@peratinipabrontamee mr weriee haehe cite ace ey rere $ 3,632,269 
Selling, Administrative, and General Expenses...................... 3,512,573 
[Peay daresay O joven elope is. mecas ee aa pinion op ale earatiens mines mamain decreas tess: $ 119,696 
@thersIncomes less: Other Hxpenses! 22... o.c2 sense eet eee nbe sae 47,187 
$ 166,883 
Extraordinary Items 
Net Proceeds on Termination of Lease.................. $ 19,673 
Special Profit on Sale of Apricots....................... 477 , 278 
$466,951 
Expenses 
Abandonment of Advertising and Wrapping Materials.. $165,872 
Provision for and Settlement of Claims, Suits, Losses, etc. 100,325 
Deferred Advertising Written Off.................... 56,042 
$322 , 239 
144,712 
$ 311,595 
Provision for Federal and State Taxes on Income...............-... 166,701 
INGtBLrotit eee oa ers SE ee hee $ 144,896 
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PART VI 


Surplus Accounts 


Pe vI consists of one chapter on the 
analyses of retained earnings [surplus accounts]. Often 
there are two related accounts, capital surplus and re- 
tained earnings. It is important, from the viewpoint of 
both accounting and analysis, that these two accounts 
be kept separate. Capital surplus may be created 
in several ways, such as by a write-up of fixed assets or 
by the segregation of capital funds in excess of the 
stated value of no-par stock. Retained earnings, how- 
ever, are created in only one way, by the retention of net 
profits in a business. The computation of the net profit 
of smaller business enterprises over an accounting 
period has never been difficult or complicated by ac- 
counting rationalization. During the first quarter of 
this century, however, a theoretical justification arose 
for omitting certain charges, or certain items of ex- 
pense, from the income statements of larger corpora- 
tions. The accounting theory under which these charges 
were made directly to retained earnings instead of to 
the income statement is analyzed and discussed. The 
evolution in accountancy theory and practice in recent 
years, notwithstanding some difference of opinion, has 
been toward the practice of making all charges to the in- 
come statement. The effect upon net profit is pointed 
out, with the final admonition that no net profit figure 
from an income statement should be taken at its face 
value until the reconciliation of retained earnings has 
been examined and the net profit figure adjusted by the 
amount of debits or credits made directly to that 
account. 


CHAPTER XXIII 


Analyses of Retained Earnings (Surplus Accounts) 


The last item in the balance sheet of a commercial or industrial corpo- 
ration, before the total of aggregate liabilities and capital funds, is gener- 
ally retained earnings! (earned surplus). This account is the direct connect- 
ing link between the income statement and the balance sheet. Occasionally 
there are two accounts, capital surplus? and retained earnings. The capital 
surplus, at times is also termed paid-in surplus. In these cases retained 
earnings invariably is the last item in the balance sheet. 

It is evident from a glance at any balance sheet that retained earnings 


1The Committee on Terminology of the American Institute of Certified Public 
Accountants recommended the discontinuance of the use of the term surplus, because 
of its ambiguity, in Accounting Terminology Bulletin No. 1, Review and Résumé, pp. 
30-31 (American Institute of Certified Public Accountants, New York, 1953). To 
the layman, this term as used in accounting is misleading. The specific reeommenda- 
tions of the Committee were as follows: “1. The use of the term surplus (whether 
standing alone or in such combination as capital surplus, paid-in surplus, earned 
surplus, appraisal surplus, etc.) be discontinued. 2. The contributed portion of pro- 
prietory capital be shown as (a) Capital contributed for, or assigned to, shares, to 
the extent of the par or stated value of each class of shares presently outstanding. 
(b) Capital contributed for, or assigned to, shares in excess of such par or stated value 
(whether as a result of original issue of shares at amounts in excess of their then par 
or stated value, or of a reduction in par or stated value of shares after issuance, or of 
transactions by the corporation in its own shares), and capital recieved other than 
for shares, whether from shareholders or from others. 3. The term earned surplus 
be replaced by terms which will indicate source, such as retained income, retained 
earnings, accumulated earnings, or earnings retained for use in the business. In the case 
of a deficit, the amount should be shown as a deduction from contributed capital 
with appropriate description. ... 6. Any appreciation included in the stock- 
holders’ equity other than as a result of a quasi-reorganization should be designated by 
such terms as excess of appraised or fair value of fixed assets over cost or appreciation 
of fixed assets.”’ 

2 Progress in substituting other captions for capital surplus is reviewed in the 
nineteenth edition of Accounting Trends and Techniques. Table 10 shows that in 1948, 
375 out of 445 corporations whose annual reports to stockholders were reviewed 
carried the word “surplus” in the capital surplus caption while 70 used various terms 
replacing ‘‘surplus.’’ By 1964 the annual reports of 213 out of 490 corporations whose 
reports were reviewed carried the word “surplus’’ while 277 used various terms replac- 
ing “surplus.” Among the new terms in use were addztional paid-in capital, capital im 
excess of par or stated values, additional capital, and other capital—p. 12 (American 
Institute of Certified Public Accountants, New York, 1965). 
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may be affected by a change in any other item on either side of the finan- 
cial statement in which it appears. An increase or a decrease in any item 
in the assets, if accompanied by a corresponding increase or decrease in 
the liabilities, will not disturb the retained earnings account. On the 
other hand, an increase or decrease in any item on either side of the 
balance sheet, without a corresponding change on the same or the other 
side, inevitably affects retained earnings, not only because retained earn- 
ings is the balancing account, but because a change in an asset or a lia- 
bility without a corresponding change in an offsetting balance sheet item 
must relate to the income or outgo of the business, represented by this 
account. Whether or not the amount by which an asset or a liability is 
changed is actually entered in the income statement, retained earnings 
must reflect that change, up or down, as this account must balance the 
balance sheet. 


EXPLANATION OF CAPITAL SURPLUS 


The retained earnings account should represent actual earnings re- 
tained by a corporation since its organization or reorganization, over and 
above dividend disbursements. As a result of losses, this account at times 
may represent a deficit or an impairment of capital. The distinction 
between retained earnings and capital surplus, or one of its more recent 
synonyms, is important, since ordinarily only the former is available for 
dividend payments. Moreover, retained earnings alone represents the 
excess of net profits over all dividends. 


How Capital Surplus Arises 


When a corporation is distributing securities to the public, the manage- 
ment often has the fixed assets, which, for example, previously might 
have been carried at $200,000, reappraised, and carried on the books at 
a new figure, say, $350,000. This increase, known as a write-up, is repre- 
sented by a new item now called capital surplus, rather than by an in- 
crease in the retained earnings, since the difference represents no real 
earnings. Often these reappraisals are made during periods of high prices; 
years later when prices have fallen, the reappraised values represent in- 
flated figures. 

An item of capital surplus may also be created by the sale of capital 
stock in excess of its par value or, if no-par stock is issued, at a price in 
excess of that at which the stock is carried on the books of the corpo- 
ration. That is, if a corporation sells 100,000 shares of no-par stock at 
$10 per share, and carries the stock on its books at $5 per share, the 
difference, amounting to $500,000, would be treated as capital surplus, 
now more generally with the specific terminology of capital in excess of 
par or stated value. 
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Capital surplus generally arises from the following seven sources: 


1. Sales of par value capital stock for consideration in excess of par, which 
excess is known as premium on capital stock. 


2 Sales of no par stock in which part of the proceeds is designated as the stated 
value of capital stock and the remainder is allocated to paid-in surplus. 


3. The reduction of the par or stated value of previously issued capital stock. 
This credit may be best described as “paid-in surplus arising from reduction in 
par (or stated) value of capital stock.” 


4. Conversion of securities with higher stated values than those into which con- 
verted. 


5. Capitalization of earnings in the form of stock dividends to the extent of 
amounts in excess of par or stated value of the stock issued. 


6. Sale of stock donated by stockholders or the donation of property to the cor- 
poration by stockholders (donated surplus). 


7. Assessments, levied against stockholders, of amounts in excess of par or stated 
value. 


The analyst should always ascertain whether an item of capital surplus 
or one of its synonyms, was created by some arbitrary bookkeeping or 
accounting procedure or by the investment of additional cash in the 
business. 

Reappraisals may write down as well as write up the value of fixed as- 
sets. In a depression, fixed assets valued at $350,000 may be written down 
to $200,000 in recognition of values forever lost and gone. The $150,000 
book loss will then be charged against capital surplus already available or 
created by recapitalization. The recapitalization may take the form of a 
reduction in par value of par-value stock, change from par to no-par 
stock, reduction in the stated value of no-par stock, or piecing together of 
shares. By any of these means, there is made available a capital surplus 
against which to write off such a charge. Finally, such devaluations may 
be charged against current income, if the income is sufficiently large or in 
the event that no capital surplus is available. 


Capital Surplus (or a Synonym) Should Be a Separate Item 


When inquiring for an explanation of a sudden substantial increase in 

retained earnings, the analyst may occasionally learn that the fixed assets 
have been written up by a reappraisal and the increase added, without any 

earmark, to the retained earnings account. This practice is grossly mis- 

leading. It is rarely countenanced by reliable accountants and under no 

consideration would be allowed by the Securities and Exchange Com- 

mission. A reconciliation of the retained earnings account would reveal the 

source of the credit as being a markup of fixed assets rather than actual 

3 For a list of transactions or conditions that result in capital (paid-in) surplus, see 


Norman J. Lenhart and Philip L. Defliese, Montgomery's Auditing, 8th ed., p. 393 
(The Ronald Press Company, New York, 1957). 
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earnings. The sources of capital surplus and retained earnings should be 
carefully investigated by the analyst, if he hopes to estimate the asset 
value of a business with any degree of accuracy and to detect attempts at 
both over- and understatement of invested capital and earning power. 


RECONCILIATION OF SURPLUS ACCOUNTS 


The retained earnings account in any two successive balance sheets of 
the same corporation is represented by two different figures. During the 
interval covered by the dates of the two balance sheets, the retained earn- 
ings will have increased or decreased. The schedule of credits and debits 
between these two dates is termed the Reconciliation of Retained Earnings. 
In the case of proprietorships or partnerships, the schedule is known as the 
Reconciliation of Net Worth. The first figure in the schedule is the amount 
of retained earnings in the initial balance sheet. The net profits during the 
period and, under certain accounting theory and practice, miscellaneous 
credit adjustments serve to increase the opening balance. Withdrawals, 
dividends, and charges are deducted; the balance is the amount of the 
retained earnings as shown in the more recent balance sheet. The credits 
or charges that are made to retained earnings are generally determined by 
the management of the business concern in consultation with its 
accountants. 


Net Profits of Small Concerns 


It is not particularly difficult, nor is any unusual wizardry necessary, to 
determine the net profits of a small retail business enterprise. With some 
semblance of book records and a physical inventory at the beginning and 
the close of an accounting period, the net profit before dividends or with- 
drawals is represented by the difference in the excess of the value of all the 
assets over the liabilities between the two dates. If exact bookkeeping 
records are maintained, the net profit may also be determined by deduct- 
ing successively from gross sales all items of expense of the business as out- 
lined in Chap. XVIII. The formula is simple, widely used, readily under- 
stood, universally and almost intuitively known. No matter what the 
items of expense are or how they occurred, they are deducted one and all 
before arriving at a residue to represent the final net profit. 

The same process is used by small or moderate-sized manufacturing 
enterprises. The only change, in the case of manufacturers, is the addition 
of direct labor, depreciation on buildings, machinery, and equipment, and 
other factory charges to the list of expenses already mentioned. This for- 
mula for computing net profit is probably used by the great majority of 
the smaller and medium-sized business enterprises of the country. 
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Net Profits of Large Corporations 


In considering the operating records of corporations with distributed stock 
interest, that is, corporations with capital securities listed or traded in on 
some national stock exchange or over-the-counter, there is occasionally 
found a vital modification of this simple, everyday, practical accounting 
convention. This modification consists in quarantining certain items of 
expense, carefully keeping them away from the income statement, but 
turning the charges over to what, at times, is a ubiquitous retained 
earnings account. 

Sometime during the first quarter of this century the theoretical justi- 
fication for this practice was created on the basis that an income state- 
ment should be concerned fundamentally not with including all items of 
expense, but in showing the net profit from operations for the year, un- 
affected by losses and adjustments applicable to earlier years. The em- 
phasis was on sustained earning power without undue minimizing by ir- 
regular charges or credits. In other words, two arbitrary tests were created 
to determine whether an item of expense constituted a charge against cur- 
rent operations. 


1. Was the expenditure for normal operations? 
2. Was it incurred or accrued during the year under review? 


Under this theory, charges and credits of an extraordinary nature are 
made by some managements and accountants to retained earnings. The 
application of this theory to the accounting practices of nationally known 
industrial and commercial corporations has naturally resulted in many 
unusual situations. Thus a profit or loss incurred by the sale of fixed assets, 
charges for carrying a manufacturing plant not in actual use, profits or 
losses incurred in the sale of securities, charges to wipe out underwriting 
costs, tax refunds or additional taxes, so-called “extraordinary”’ write- 
downs of inventory and receivables—one and all might be made to the 
income statement or to retained earnings, depending upon the point of 
view of the operating management or the compromise between the views 
of the management and the accountants, if outside independent account- 
ants are making the audit. 

In view of the complexities introduced by adjustments to the retained 
earnings account and the fact that the classification of income and re- 
tained earnings charges is often based on the whims of the management, 
the analyst must be on his guard against manipulations designed either 
to over- or to understate earnings. Probably the least justification exists 
for charging to retained earnings such items as write-downs on inventories 
and on receivables when the design is to have the charge omitted from 
year to year and never applied to the income statement. 

Gredits to retained earnings are rarer than debits, but for consistency 
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must sometimes be made. When, for example, a corporation has been 
putting charges for additional taxes through the retained earnings ac- 
count, any unusual tax rebate must logically be credited to retained earn- 
ings. If a loss on the sale of a capital asset were charged to retained earn- 
ings, it would be only logical to credit a profit on the sale of some capital 
asset. One exception to the general practice of adjusting profit and loss 
figures occurs when an asset that was once written up arbitrarily is now 
written down. Where both the write-up and the write-down are book 
entries, they should not appear in the income statement. 

Tendency toward Making All Charges to Income. In the years pre- 
ceding 1937 this policy of making extraneous charges to the surplus ac- 
count to lighten the income statement became so widespread that a reac- 
tion set in among accountants themselves. Since that time the discussion 
has been continuous on this subject, and although the trend is to make 
fewer and fewer charges to retained earnings, the practice of making all 
charges to the income statement has not reached the point where it is 
uniform accounting procedure. At a round-table discussion held at the an- 
nual convention of the American Institute of Certified Public Accountants 
as far back as 1937, several well-known accountants expressed their views 
rather definitely. 


William H. Bell [Haskins & Sells]: . . . Accountants as a rule countenance too 
much crediting and charging off of items directly to surplus [retained earnings] 
which ought to go to income. We ought to make as good an effort as we can to 
determine a net income for every year, having regard to the various contingen- 
cies—set up reserves for them if you like—and not go wild with respect to the 
equalization of profits over a number of years or anything of that sort. lf, however, 
we are faced with patent litigation, so that there is even a reasonable possibility 
that we are going to have to pay additional taxes for prior years, soak them into 
the income for this year, unless the thing is so enormous that it is definitely going 
to distort the income results—and that is seldom going to happen. I like to see a 
surplus [retained earnings] account that is clean and that has but one credit, net 
income, and charges for dividends. 


Edgerton Hazard [Patterson, Telle & Dennis]: The new utilities commission 
rules have followed out Mr. Bell’s idea. The new classified accounts of public 
utilities just issued for next year have followed Mr. Bell’s theory, and they require 
that current year’s adjustments of prior years’ expense items are to be thrown into 
the current year’s expenses and revenues if they don’t materially distort the 
picture from year to year, which will probably have a clarifying effect upon some 
of the surplus [retained earnings] accounts of utilities in this state. 


David Himmelblau [David Himmelblau & Company]: . . . I never did believe 
in surplus [retained earnings] adjustments; I still don’t. I think they are the con- 
venient device of many managements to prevent showing the full facts.4 


“Round-table discussion on ‘‘Practice Problems of Accountants in Connection 
with Registration Statements,” The American Institute of Accountants, Fiftieth Anni- 
versary Celebration Volume, 1937, pp. 320-323 (American Institute of Certified Pub- 
lic Accountants, New York, 1938). 
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Under this theory of putting all charges through the income account, 
the effective reporting of the results of administering all of the assets of a 
business enterprise is fundamental; the basic interest is the over-all effec- 
tiveness of management. 


For example, if current recurring earnings reported in the income statement are 
satisfactory, the reader may miss completely the significance of a large write-off 
of long-accruing obsolescence against present surplus [retained earnings]. He may 
not see the question: Were past statements of income reported as correctly as 
could have been expected from a discerning management? In this connection it 
must be evident that the perspective to be gained from an examination of a series 
of past income statements which are complete in their presentation of material 
facts may be very useful. . . . A definite position is taken here to the effect that 
all determinants of income in the broadest senses—including unusual and irregular 
factors—should be reported in the income statement before the net results are 
passed to the stock equity of the balance sheet.® 


This point of view is further reinforced by bulletins issued by the Com- 
mittee on Accounting Procedure of the American Institute of Certified 
Public Accountants and by the Executive Committee of the American 
Accounting Association, containing considered discussions regarding this 
question. The conclusions of the Committee on Accounting Procedure of 
the American Institute of Certified Public Accountants were carefully 
expressed as follows. 


Over the years it is plainly desirable that all costs, expenses, and losses, and all 
profits of a business, other than decreases or increases arising directly from its 
capital-stock transactions, be included in the determination of income. If this 
principle could in practice be carried out perfectly, there would be no charges or 
credits to earned surplus [retained earnings] except those relating to distributions 
and appropriations of final net income. This is an ideal upon which all may agree, 
but because of conditions impossible to foresee it often fails of attainment. From 
time to time charges and credits are made to surplus [retained earnings] which 
clearly affect the cumulative total of income for a series of years, although their 
exclusion from the income statement of a single year is justifiable. There is danger 
that unless the two statements are closely connected such items will be overlooked, 
or at any rate not given full weight, in any attempt on the part of the reader to 
compute a company’s long-run income or its income-earning capacity.® 


Within the general terms of this statement is a recognition of the funda- 
mental importance of an accounting policy by which all costs, expenses, 
and losses, except those arising from capital-stock transactions, are run 


5’Paton, W. A., and A. C. Lirrreron, An Introduction to Corporate Accounting 
Standards, pp. 99-100, 102 (American Accounting Association, Chicago, 1940). 

6 Accounting Research and Terminology Bulletins, p. 17 (American Institute of 
Certified Public Accountants, New York, 1961). 
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through the income statement. The opinion of the Executive Committee 
of the American Accounting Association on this question, issued as far 
back as 1941, is considerably stronger. 


For any one year the income statement should reflect all realized revenues, and all 
costs and losses written off during that year, whether or not they have resulted 
from ordinary operations. 


1. The income statement for any given period should be divided into such sec- 
tions as may be required to show not only particulars of revenues from and the 
expenses of the operations of the current period, measured as accurately as may 
be at the time, but also profits and losses from revenue realization and cost 
amortization not ordinarily associated with the operations of the current period. 


2. The current-operations sections of the income statement should disclose reve- 
nues realized and operating costs, including applicable depreciation and other 
amortization of assets. This section should be subdivided or departmentalized 
to show the sources and results of each major income-producing activity and to 
furnish information helpful in the determination of trends in revenues and 
expenses. 


3. Other sections of the income statement should list in reasonable detail interest 
on borrowed money, adjusted for debt discount and premium; so-called capital 
gains and losses; extraordinary charges and credits to income, including sub- 
stantial adjustments which may not be attributable to the ordinary operations of 
the current year; gain or loss from the discharge of liabilities at less or more than 
their recorded amount; and income and profits taxes. 


4. Income should not be distorted or artificially stabilized by creating arbitrary 
reserves either by appropriating income or surplus or by overstating expenses in 
certain periods and subsequently charging to such reserves expenses and losses 
pertaining to succeeding periods. Earned surplus [retained earnings] reserved for 
contingencies or for similar purposes does not lose its character as earned surplus 
[retained earnings]; expenses or losses arising from contingencies thus anticipated 
should be reflected not as reductions of the reserve but in the income statement of 
the period in which they are recognized. 


5. Corporate income is not affected by the issuance, purchase, or retirement of the 
corporation’s own stock, adjustments of capital-stock accounts, or dividend 
distributions by the corporation. 


The objective of the income principle is to develop a series of income statements 
which, for the life history of the corporation, will include all gains and losses. 
To this end the income statement for each fiscal period should show not only the 
items affecting current results, but also any adjustments for gains or losses which 
may not be regarded as strictly applicable to the operations of the current period 
but which have nevertheless been first recognized in the accounts during the 
period. If net income is to have any meaning the factors influencing it must be 
isolated and given a distinct and unified expression. This is possible if all gains and 
losses are carried through a single medium to earned surplus [retained earnings]. 
It is impossible if expense charges, losses, or income credits may be carried directly 
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to surplus [retained earnings] or to surplus reserve. This comment does not apply 
to operating reserves created by means of carefully determined charges to current 
operating expenses. 


In view of the emphasis given to computations of earnings per share, and to other 
measures of corporate performance, a common yardstick is needed. The fact 
that it may not be possible to measure precisely at the end of any year all costs 
which have been acquired or dissipated during that year makes it essential to 
encompass within a single statement not only the best possible measure of income 
from ordinary operations, but also gains and losses from events not always 
associated with the transactions of a single year.? 


This subject received further attention from the Committee on Ac- 
counting Procedure of the American Institute of Certified Public Ac- 
countants. It was pointed out that there is some difference of opinion as to 
- what constitutes the most practically useful concept of profit or loss. On 
one hand, net profit is defined according to a strict proprietory concept by 
which it is presumed to be determined by the inclusion of all items affect- 
ing the net increase in “proprietorship”’ during the period except dividend 
distributions and capital transactions. The form of presentation which 
gives effect to this broad concept of net profit has sometimes been desig- 
nated the ‘‘all-inclusive’’ income statement. On the other hand, a different 
concept places its principal emphasis upon the relationship of items to the 
operations, and to the year, excluding from the determination of net profit 
any material extraordinary items which are not so related or which, if in- 
cluded, would impair the significance of net profit so that ‘“misleading”’ 
inferences might be drawn from the figures. This concept would re- 
quire the income statement to be designated on what might be called a 
“current performance’’ basis, because its chief purpose is to aid those 
primarily interested in what a business concern was able to earn under the 
operating conditions of the period covered by the statement. The discus- 
sion of this interesting subject then continues. 


Proponents of the all-inclusive type of income statement insist that annual 
income statements taken for the life of an enterprise should, when added together, 
represent total net income. They emphasize the dangers of possible manipulation 
of the annual earning figures if material extraordinary items may be omitted in 
the determination of income. They also assert that, over a period of years, charges 
resulting from extraordinary events tend to exceed the credits, and the omission 
of such items has the effect of indicating a greater earning performance than the 
corporation actually has exhibited. They insist that an income statement which 
includes all income charges or credits arising during the year is simple to prepare, 
is easy to understand, and is not subject to variations resulting from the different 
judgments that may be applied in the treatment of individual items. They argue 


7 Bulletin entitled Accounting Principles Underlying Corporate Financial Statements, 
June, 1941, pp. 5-7 (American Accounting Association, Chicago), 
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that when judgment is allowed to enter the picture with respect to the inclusion 
or exclusion of special items, material differences in the treatment of borderline 
cases develop and that there is danger that the use of distortion as a criterion 
may be a means of accomplishing the equalization of income. With full disclosure 
of the nature of any special or extraordinary items, this group believes the user 
of the financial statements can make his own additions or deductions more 
effectively than can the management or the independent accountant. 


Those who favor the all-inclusive income statement largely assume that those 
supporting the current operating performance concept are mainly concerned with 
establishing a figure of net income for the year which will carry an implication 
as to future earning capacity. Having made this presumption, they contend that 
income statements should not be prepared on the current operating performance 
basis because income statements of the past are of only limited help in the fore- 
casting of the earning power of an enterprise. This group also argues that items 
reflecting the results of unusual or extraordinary events are part of the earnings 
history of the company and accordingly should be given weight in any effort 
to make financial judgments with respect to the company. Since a judgment as 
to the financial affairs of an enterprise should involve a study of the results of 
a period of prior years, rather than of a single year, this group believes that the 
omission of material extraordinary items from annual income statements is 
undesirable since there would be a greater tendency for those items to be over- 
looked in such a study. 


On the other hand, those who advocate the current operating performance type 
of income statement generally do so because they are mindful of the particu- 
lar business significance which a substantial number of the users of financial 
reports attach to the income statement. They point out that, while some users of 
financial reports are able to analyze a statement and climinate from it those 
unusual and extraordinary items that tend to distort it for their purposes, many 
users are not trained to do so. Furthermore, they contend it is difficult at best 
to report in any financial statement sufficient data to afford a sound basis upon 
which the reader who does not have an intimate knowledge of the facts can make 
a well considered classification. They consider it self-evident that management 
and the independent auditors are in a stronger position than outsiders to deter- 
mine whether there are unusual and extraordinary items which, if included in 
the determination of net income, may give rise to misleading inferences as to 
current operating performance. Relying on the proper exercise of professional 
judgment, they discount the contention that neither managements nor the inde- 
pendent auditors, because of the absence of objective standards to guide them, 
have been able to decide consistently which extraordinary charges and credits 
should be excluded in determining earning performance. They agree it is hazard- 
ous to place too great a reliance on the net income as shown in a single annual 
statement and insist that a realistic presentation of current performance must be 
taken for what it is and should not be construed as conveying an implication as to 
future accomplishments. The net income of a single year is only one of scores of 
factors involved in analyzing the future earnings prospects or potentialities of a 
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business. It is well recognized that future earnings are dependent to a large extent 
upon such factors as market trends, product developments, political events, labor 
relationships, and numerous other factors not ascertainable from the financial 
statements. However, this group insists that the net income for the year should 
show as clearly as possible what happened in that year under that year’s condi- 
tions, in order that sound comparisons can be made with prior years and with the 
performance of other companies. 


The advocates of this current operating performance type of statement join fully 
with the so-called all-inclusive group in asserting that there should be full dis- 
closure of all material charges or credits of an unusual character, including 
those attributable to a prior year, but they insist that such disclosure should be 
made in such a manner as not to distort the figure which represents what the 
company was able to earn from its usual or typical business operations under the 
conditions existing during the year. They point out that many companies, in 
order to give more useful information concerning their earning performance, make 
a practice of restating the earnings of a number of prior years after adjusting 
them to reflect the proper allocation of items not related to the years in which 
they were first reported. They believe that material extraordinary charges or 
credits may often best be disclosed as direct adjustments of surplus [retained 
earnings]. They point out that a charge or credit in a material amount represent- 
ing an unusual item not likely to recur, if included in the computation of annual 
net income, may be so distorting in its results as to lead to unsound judgments 
with respect to the current earning performance of the company.® 


Adjustments to Reported Net Profits 


The accounting policies of the managements of corporations are some- 
times designed to minimize reported profits in good years and to en- 
hance reported profits in poor years. This policy may be motivated by a 
desire to avoid public criticism and a clamor for dividends when earnings 
are high, as well as to conceal an impaired position in poor years. In 
recent years, corporations have made fewer adjustments through the 
retained earnings account and more adjustments directly against current 
operations. 

The analyst is primarily and fundamentally interested in ascertaining 
(1) the amount of net profit from normal operations of a business enter- 
prise, and (2) the amount of net profit after all charges, whether the 
charges are made to the income account or to retained earnings, as well as 
gross profit and operating profit. Net profit is the one final measure of the 
ability of the management to operate a business enterprise successfully in 
our economic system; it must take into consideration all the policies of 
the management. If the president of a company is able to show a net 


8 Accounting Research and Terminology Bulletins, pp. 60-63 (American Institute of 
Certified Public Accountants, New York, 1961). 
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profit of $250,000 from operations and then loses $250,000 by poor in- 
vestment policies, those facts should be clearly known. Such a manage- 
ment would not be so highly regarded as the management that earned 
the same profit and was able to keep a firm grasp on those profits. A 
similar situation would be created if a management showed an operating 
profit of $200,000, but that sum was offset by a write-down in inventory of 
the same amount. Such a management would need more careful watching 
than one that earned the same profit and had no write-down in inventory. 
The last figure in the income statement, therefore, should never be ac- 
cepted unequivocally as the absolute net profit or loss, or book net profit 
or loss, until the retained earnings account has been carefully scrutinized 
and all debits or credits to that account are used to obtain an adjusted net 
profit figure. Such adjustments were made in the study of the earnings, 
after all charges, of the Magazine Publishing Co., Inc., in Chap. XIX. 


ANALYSIS OF MISCELLANEOUS CHARGES 


After all charges to the retained earnings account (except write-downs 
of assets to the extent they had previously been written up) are con- 
sidered as adjusted charges to the income statement, those charges should 
be carefully studied. In the case of borderline and poor credit risks, the 
amount, the extent, and the nature of individual expenses often solve 
crucial operating policies by bringing to light those places where the 
management has unnecessarily lost or spent too much money through 
poor judgment. If substantial write-downs are taken on inventory or on 
receivables, something must be wrong with the purchasing or credit 
policy. Often, detection of the ailment becomes clear by the study of 
the adjusted income statement; the ailment may be overlooked when 
so-called extraordinary and nonrecurring charges are allowed to remain in 
the retained earnings account. Detection will often suggest the expla- 
nation and, at times, the remedy. 

Extraordinary charges invariably should be segregated and analyzed 
individually. Frequently the analyst will find that the manufacturing and 
distributing operations have been carried on intelligently and profitably, 
but the final results have been unsatisfactory because of unprofitable out- 
side operations, such as losses assumed in financing a subsidiary, or extraor- 
dinary sums spent fruitlessly on research. The goal of maximum net 
profit will be more nearly approached by ascertaining and then correcting 
in the adjusted income statement the causes for losses that are out of line 
with sound management policies. 


DIVIDEND DISBURSEMENTS 


The amounts of net profits and dividend disbursements or withdrawals 
are of interest to the analyst as tests of managerial capacity and conserv- 
atism toward dividend policy. Since assets depreciate, operating ex- 
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penses mount, and contingencies arise, inadequate earnings or excessive 
dividend payments may eventually destroy a sound asset structure as 
shown by the balance sheet. 

As a general rule, dividends should be paid from earnings only,? but 
this does not mean that these earnings must be current earnings. If the 
current earnings are insufficient, dividends may be paid from the accu- 
mulated earnings of prior years, that is to say, from earned retained earn- 
ings. But the facts to be taken into consideration before dividends may be 
safely paid from the net earnings vary according to the circumstances in 
each case. If the directors declare dividends which prove to have been 
illegal, they may be faced with suits to recover the money thus unlawfully 
distributed. Where a business is prosperous and collections are normal, 
cash is allowed to accumulate in the bank to meet the expected declaration 
of dividends by the directors, with very much the same definiteness in 
planning as attends the preparation to pay current bills before they 
fall due. 

As a rule, the operating management of a corporation should not de- 
clare a dividend unless sufficient funds are on hand or at least in sight to 
pay the dividend, in addition to its requirement of cash working capital. 
In many cases, while the earnings according to the books may warrant 
dividend payments, a dividend may be passed when the actual cash is not 
available. There are other cases in which the cash on hand at the moment 
may not be sufficient, but the business may be well established and the 
inflow of cash may be counted upon in advance of the actual receipts. 
Sometimes specific restrictions are imposed upon the declaration of divi- 
dends under certain circumstances, either through special charter pro- 
visions or through indentures accompanying senior security issues. 

An examination of the dividend distributions of many corporations 
reveals marked differences regarding the accumulation of earnings and 
what is done with them. Among the several varieties of management 
policies in this respect are four general classes: dividends are paid to the 
last dollar after providing for moderate reserves; the smallest possible 
dividend is paid in order to accumulate large retained earnings; between 
these two extremes, liberal reserves may be set up for every reasonable 
purpose, a substantial amount added to retained earnings, and all that 
is left distributed to the stockholders; and lastly, regular dividends of a 


9 There have been notable exceptions. ‘‘In January, 1669, Colbert decided that it 
would be wise to arouse new interest in the company [French West India Company 
founded in 1664] by having it pay a dividend. He ordered it to pay those investors who 
had voluntarily put in at least 3,000 livres before December 1, 1665, 4 per cent on their 
investment for the period from December 1, 1665, to December 1, 1668. Those who 
had put in additional sums during the period were to receive 5 per cent. To pay the 
dividend Colbert secured for the company 404,545 livres from the royal treasury. 
Thus the dividend was a governmental manipulation, rather than a commercial 
transaction.””—Co.g, Cuartes W., Colbert and a Century of French Mercantilism, 
Vol. II, p. 17 (Columbia University Press, New York, 1939). 
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certain amount, say, 5 or 6 per cent, are paid, the 


remaining profits, if 


any, being carried to retained earnings, and dividends paid from retained 


earnings when the current earnings are insufficient. 


THEORY AND PROBLEMS 


. How would you describe the capital of a corporation that has an issue of 100,000 
shares of common stock of no-par value, but a stated value fixed by the board of 
directors of $5 per share and an excess over liabilities of $1,500,000? 

[A.I.A. Examination] 


. State your opinion of each of the following two conditions of a corporation, suggest- 
ing any changes, with your reasons, that you believe necessary. 


a. A competent appraisal of the property accounts was made in year A and the 
current values thus reported were set up on the books and carried at these 
higher values in its published statement as of the end of the fiscal year; 

b. In setting up the appreciated values on the books, a charge was made increasing 
the property account values, and a credit in like amount entered to Surplus, the 
only account of this nature used by the corporation in its record keeping. 


3. State five ways in which capital surplus may arise. 


4. During the first quarter of this century, the theory was widespread that the net 


profit finally shown in the income statement should represent net profit from 
operations. Discuss the pros and cons of this theory. 


. At the present time, the theory seems to prevail that the net profit finally shown in 
the income statement should be after all charges. Discuss this theory, pointing out 
the effect upon the reconciliation of retained earnings account. 


. If extraordinary and nonrecurring credits and debits appear in the retained earn- 
ings statement, why should adjustments be made in the income statement by 
including these particular items, before determining the net profit figures? 


. Below is an Income Statement and Retained Earnings of a manufacturer of paints 
and varnishes. The income statement discloses Net Profit for Year of $1,362,740. In 
your opinion, is this amount the correct net profit for the year? If not, adjust the 
income statement so that the final figure will be the correct net profit for the year. 


Income Statement 
For Year Ended December 31, 19— 


Gross Profit from Sales, before Deducting Depreciation... . $2,673 , 068 
Selling, Administrative, and General Expenses, excluding 
Depreciation wane chs te: Sete ee ey notes 453 ,629 
Operating Profit before Deducting Depreciation......... $2,219,439 
Other Deductions, less Other Income.................... 6,887 
Profit before Depreciation and Federal Taxes........... $2 , 212,552 
PrOVIsionsOreDeprecia tion serra. en en mn eee 548 , 814 
Profit before Provision for Federal Taxes............... $1,663,738 
Provision for Federal Income and Profits Taxes 
Normal Income axes ran seer ie ee nee a $ 284,590 
Other, Taxes. onze. Bac piascni ts Sade ae ea nO 7,979 
Surtax on Undistributed) Profits ss aa. en ene een 8,429 
300,998 


Net Profit for: Years 2770 © a ee aa eee $1,362,740 
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Retained Earnings 


~ SERVER EY OVee 8 FEW to ne er iy $3,174,028 
Add: 
Netevrofitiorthesy carter. aici. on iam oa cere ces $1,362,740 
Reduction of Reserve for Loss on Bank Claims.......... 2,950 
Capitalization of Items Disallowed as Repairs by Revenue 
Agent, less Provision for Depreciation in prior years... U jaras 
1,373,015 
$4,547 , 043 
Deduct: 
Creation of Reserve for Revaluation of Plant not used in 
|OMOISNDAVERSES)- aus cle Sia larch os Bran cians One ene Nae nee eine wee $ 27,815 
Net Adjustment of Taxes for prior years............... 4,664 
Net Adjustment of Expenses pertaining to prior years... WOle 
Dividends Paid in Cash on Common Stock............. 1,500,000 
1,540,051 
«Bgl eS D Yee Us ea ae ee $3 ,006 , 992 


8. Some accountants have argued for an “all-inclusive’”’ income statement, while 
others have insisted that at times certain items should be charged to retained 
earnings or otherwise kept out of the net income figure. Explain the position of 
these two groups and give the principal arguments offered by each group. 


a. 08 oe =e acral! te one 
Le ene. TS, aalee Tere igual 


‘Yes 


= 
> 
SI 
a 
avy 


Pe vil consists of one chapter. Here 
the author has given what might be termed the philoso- 
phy behind the financial statement, and a summary 
of more recent evolution in accounting principles and 
practices. The financial statement ts not an absolute 
reality; it is based on recorded facts, so-called “‘account- 
ing conventions,” and personal judgment. How these 
factors affect the values at which items are recorded in 
balance sheets is explained. A method, a technique of 
understanding and interpreting financial statements 
is necessary because of the inadequacy of accountancy; 
balance sheets often contain values which have no rela- 
tion whatsoever with actual current economic values. 
Here is the reason, within the very practice of account- 
ancy itself, why the basis of the valuation of many items 
such as inventory, investments, and miscellaneous 
receivables must be known before 2t 1s possible to make 
a sound analysis. Influences exerted toward the cre- 
ation of accounting standards and narrowing the 
areas of differences in accounting practices by such 
well-known institutions as the New York Stock Exz- 
change, the Board of Governors of the Federal Reserve 
System, the American Institute of Certified Public 
Accountants, the American Accounting Association, 
and the Securities and Exchange Commission are 
outlined. The authoritative publications of these or- 
ganizations over the years have had great influence 
on the practice of accountancy and the evolution of 
accounting standards. 


CHAPTER XXIV 


Recent Evolution in Accountancy Theory and Practice 


“Tt has been asserted . . . that an ideal condition for the practice 
of accountancy would be one under which the economic value of any 
asset was easily ascertainable at any time. It has also been asserted 
that, under this condition, the ideal aim of accountancy should be to 
exhibit all profits and losses in a profit and loss statement. But the 
circumstance remains that the ideal condition . ... does not in fact 
prevail.”! In other words, under these ideal conditions, every asset— 
cash, receivables, merchandise, investments, land, buildings, machinery, 
furniture, fixtures, miscellaneous receivables—would be carried in the 
balance sheet at its actual current economic value. 

The fact that many assets are not so valued is one of the basic reasons 
for the need of analyzing financial statements. The first step in that 
practice, as has been pointed out, is to ascertain as nearly as possible 
the current, going, economic value of items that might have values 
higher or lower than the figures at which they are carried in the balance 
sheet. The analyst must ascertain many factors behind the scenes if he is 
to learn the real value of such items as investments, investments in and ad- 
vances to subsidiaries and affiliates, miscellaneous receivables, due from offi- 
cers and directors, and at times the accounts and notes receivable. Assets do 
not represent current economic values because ‘‘balance sheets and in- 
come accounts are largely the reflection of individual judgments,” ex- 
plained George O. May, and ‘‘their value is therefore to a large extent 
dependent on the competence and honesty of the persons exercising the 
necessary judgment.’’? 


RELATIVITY OF FINANCIAL STATEMENTS 


In a subsequent study, George O. May elaborated on these intangible 
features which play such a great part in present-day accountancy. 


1MacNuat, Kenneru, Truth in Accounting, p. 182 (University of Pennsylvania 
Press, Philadelphia, 1939). 

2 May, Georce O., Audits of Corporate Accounts, p. 8, Correspondence between 
the Special Committee on Cooperation with the Stock Exchanges of the American 
Institute of Accountants and the Committee on Stock List of the New York Stock 
Exchange, 1932-1934. 
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He wrote: 


... It seems to me fundamentally important to recognize that the accounts | 
of a modern business are not entirely statements of fact, but are, to a large 
extent, expressions of opinion based partly on accounting conventions, partly on 
assumptions, explicit or implicit, and partly on judgment. As an English judge 
said many years ago when business was far less complex than it is today, ‘The 
ascertainment of profit is in every case necessarily a matter of estimate and 
opinion.’ 


The relativities of values expressed in balance sheets and in income 
statements are rarely realized by the typical layman and stockholder, or 
by many bankers, credit men, and analysts, most of whom assume that 
these values are definite and absolute. This illusion of absoluteness has 
been encouraged by the very appearance of balance sheets and income 
statements distributed by the millions each year to stockholders and to 
creditors, financial statements in which all items have generally been 
carried out to the cent, giving an appearance of great exactness.* As ex- 
plained in earlier pages of this volume, the nature of these financial state- 
ments was admirably summarized on traditional ground a number of 
years ago by the American Institute of Certified Public Accountants: 


Financial statements are prepared for the purpose of presenting a periodical 
review or report by the management and deal with the status of the investment 
in the business and the results achieved during the period under review. They 
reflect a combination of recorded facts, accounting conventions, and personal 
judgments; and the judgments and conventions applied affect them materially. 
The soundness of the judgments necessarily depends on the competence and 
integrity of those who make them and on their adherence to generally accepted 
accounting principles and conventions.° 


In this carefully worded summarization of the nature of financial state- 
ments, figures used in balance sheets and in income statements are quali- 
fied as to their absolute exactness by three premises. These figures are 
based upon a “‘combination of recorded facts”’; they are valued in accord- 
ance with “accounting conventions”; and their monetary size is deter- 


mined by “personal judgments.” Let us see how these premises apply to 
particular items. 


3 May, Grorce O., Twenty-five Years of Accounting Responsibility, 1911-1936, 
Vol. II, p. 52 (American Institute Publishing Co., Inc., New York, 1936). 

4 Since 1927 the Bethlehem Steel Corporation has omitted cents from the audited 
financial statements contained in its annual corporate reports to stockholders. This 
policy has since been followed by a steadily increasing number of nationally known 
corporations: Gulf Oil Corporation (1936), Standard Oil Co. of New Jersey (1938), 
Consolidated Edison Corporation (1939), General Foods Corporation (1939), Ingersoll 
Rand Company (1939), and United States Steel Corporation (1939). 

® Examination of Financial Statements by Independent Public Accountants, p. 1, 
(American Institute of Certified Public Accountants, New York, 1936). 
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Recorded Facts 


Among the items whose values are carried in financial statements largely 
on the basis of recorded facts are cash on hand, cash in bank, the face 
value of notes receivable, accounts receivable, inventory, amount of 
notes payable, accounts payable, interest payable, the volume of gross 
sales, returns of merchandise, net sales, cost of merchandise sold, rent, 
wages, salaries, and the cost of fixed assets. The amount at which each 
one of these specific items is carried in a financial statement is based upon 
recorded historical events, upon transactions which have actually taken 
place and which have been carefully recorded in the books of account in 
the exact dollar-and-cent values of a certain time, or over a certain period 
of time. This very practice creates fundamental problems in handling 
values in accounting. These problems are discussed in the immediately 
succeeding pages. 

Of the items listed in the preceding paragraph, fixed assets, that is, land, 
buildings, machinery, equipment, tools, furniture, and fixtures, are of out- 
standing importance because the components of fixed assets, where ac- 
quired at different times in the past, are carried in dollars of different 
values. All the other items, with the exception of the inventory or that 
part of the inventory which might be valued by base stock, average cost, 
or last-in first-out methods, are carried at values measured in current, or 
approximately current, dollars The components comprising fixed assets, 
if purchased over a period of years, might consist, for example, of the dol- 
lars paid for land 20 years ago, the unamortized portion of dollars paid to 
erect certain buildings 19 years ago, and the unamortized portion of 
dollars expended for machinery, equipment, and tools over each of 
the past 10 years and of furniture and fixtures over the past 5 
years. 

During periods of fluctuating price levels, either up or down, the value 
of the dollar varies considerably. As a result the depreciated economic 
(current) values of the various components of fixed assets often vary ma- 
terially from the respective depreciated accounting values on the state- 
ment date, and the depreciation charged into the income statement will 
consist of dollars of different values depending upon the dates on which 
the particular assets were acquired. As Samuel J. Broad has pointed out, 
oranges and grapefruits are being added and subtracted in the same sched- 
ule. “It is like having 100 oranges of revenues and deducting 80 oranges of 
cost and 10 grapefruits of cost and saying that the profit left is 10 or- 
anges.’’® It’s really adding and subtracting oranges, grapefruits, apples, 
pears, peaches, and grapes in the same schedules! Solomon Fabricant 


6 BROAD, SAMUEL J., ‘‘The Impact of Rising Prices upon Accounting Procedures,”’ 
The Journal of Accountancy, Vol. 86, No. 1, p. 14, July, 1948. 
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called such combination of dollar figures arising in different price levels 
‘“‘heterotemporal”’ prices.” 

Accounting is an art which has to do with the systematic record- 
ation, compilation, and presentation of monetary values over a period of 
time or in time. Such an art may be inaccurate even though the records 
are maintained in the most exacting of all sciences. In fact, the only peri- 
ods of time in which accounting, as currently practiced, could possibly be 
accurate would be during those days or weeks when the dollar values of all 
assets carried on the books of a particular business enterprise were stable, 
and simultaneously, the book values and the current economic values of 
all such assets were identical. Such a situation could hardly exist. 

Accounting Problems Created by Fluctuating Price Levels. Since April 18, 
1775, when 800 British soldiers marched out of Boston and at dawn on the 
following morning encountered 60 minutemen drawn up on the common 
at Lexington, Mass., we have had five periods of important price inflation. 
Each period occurred during or following a major war, the Revolutionary 
War, the War of 1812, the Civil War, the First World War, and the 
Second World War. Between 1774 and 1779, wholesale prices, it has been 
carefully estimated, rose almost threefold, that is, from an index of 23 
to an index of 69, when the studies of Warren and Pearson are changed to 
a 1947-1949 base as an index of 100.8 Between 1811 and 1814, wholesale 
prices rose from an index of 38.4 to 55.5, or 45 per cent. Between 1861 and 
1865, wholesale prices rose from an index of 27.2 to 56.4, or slightly more 
than doubled. Between 1915 and 1920, wholesale prices increased from 
an index of 30.8 to 68.9, and between 1940 and 1959, from 51.1 to 119.5, 
more than doubling in both periods. In other words, a 1947-1949 dollar 
was worth $4.31 in 1774 and $1.45 in 1779, $2.60 in 1811 and $1.80 in 
1814, $3.68 in 1861 and $1.77 in 1865, $3.25 in 1915 and $1.45 in 1920, 
$1.96 in 1940 and 82 cents in 1965. While these fluctuations were moder- 
ate compared with the fluctuations in the value of German and French 
currency after the First World War and of Greek and Chinese money 
after the Second World War, they were of sufficient magnitude to present 
vital business problems and vital accounting problems from the viewpoint 
of “recorded facts.” 

It has by no means been an unusual occurrence for labor leaders to decry 
the size of profits, after taxes, reported by the U.S. Department of Com- 
merce for all corporations which have ranged from $17,200,000,000 in 
1952 to $37,200,000,000 in 1964. These profits might be characterized as 


7 Fasricant, SoLomon, “Business Costs and Business Income under Changing 
Price Levels: the Economist Point of View,’ Income Movement in a Dynamic Econ- 
omy, p. 146 (American Institute of Certified Public Accountants, New York, 1950). 

§ WARREN, GrorcE F., Frank A. Pearson, and Herman M. Sroxrr, Wholesale 
ec for 213 Years, 1720 to 1932, Table I, pp. 6-11 (Cornell University, Ithaca, 
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“accounting” profits, as in the first place they included realized inven- 
tory profits, and in the second place, the deduction for depreciation, in 
accordance with recognized accounting practice, was estimated on the 
basis of cost as a recorded fact. The depreciated economic value of the 
fixed assets of all corporations at this time, however, was materially 
greater than the depreciated accounting value. As a result, “epreciation 
based on cost was materially smaller than it would have been if based on 
current economic values, and ‘‘accounting”’ profits were greater than they 
should have been—according to this school of thought—to the extent of 
this difference. Moreover, accumulated depreciation on the basis of cost 
was insufficient to replace worn-out fixed assets acquired at lower price 
levels in earlier years.® This problem has become a practical one for many 


° “The final test of the soundness of any accounting principle is, in my opinion,” 
wrote Willard J. Graham,” simply this: Will the application of the principle produce 
accounting information that is most likely to lead to correct decisions, to the formula- 
tion of sound judgments? It is primarily from this standpoint . . . that the cost of 
goods sold, and the annual charge for depreciation, should be based on current costs 
rather than on original costs . . . . I have frequently challenged the members of 
my classes . . . to state one business problem the solution of which depended upon 
information about past costs, assuming information about current costs and probable 
future costs to be available. The challenge has never been accepted. Certainly man- 
agement requires knowledge of current inventory costs, not past cost, and insofar as 
the depreciation factor enters into a management decision, only current and future 
costs can have any possible bearing.’’-—GraHAM, WILLARD J., ‘The Effect of Chang- 
ing Price Levels upon the Determination, Reporting, and Interpretation of Income,” 
The Accounting Review, Vol. XXIV, No. 1, p. 18, January, 1949. 

In the annual report to stockholders covering the year 1953 for Aktiebolaget Volvo 
of Géteborg, Sweden, well-known manufacturers of automobiles, trucks, and tractors, 
the accountants based depreciation of fixed assets on prevailing prices. The explana- 
tion in the ‘‘Comments on the Account”’ section of the report read as follows: ‘‘De- 
preciation has hitherto been on cost prices but the Board has decided that in the 
future depreciation will be dependent on the prices prevailing at the time. Retro- 
active depreciation in accordance with this has been made for the year 1952.”’ The 
‘“‘added‘‘ charge to the income statement for 1953 representing the difference with 
depreciation based on “‘prevailing price-values”’ over “‘cost-price values’? amounted to 
1,917,000 kroner. The annual report to stockholders for the year 1959 contained the 
following statement in the ‘‘Balance Sheet’’ section of the report: ‘“‘The depreciation 
for machinery and equipment includes kr. 3,000,000 for extra depreciation over and 
above the Company’s normal depreciation.’”’ Comparable information was diluted in 
the annual report to stockholders for the year 1964. This report merely contained an 
item without explanation, of ‘‘Depreciation according to plan” of 31,200,000 kroner 
compared with 19,100,000 kroner in 1962. 

In 1959 Simca Société Anonyme, Paris, also manufacturers of automobiles, trucks, 
and tractors, listed 2,000,000 ‘‘American” shares on the American Stock Exchange. 
The prospectus issued at the time the shares were offered to the American public con- 
tained a footnote to the balance sheet as of Dec. 31, 1958, explaining the application 
of index numbers to the valuation of properties as outlined in footnote 17, page 611: 
“The Company has valued its properties on three separate occasions, at the end of 
1945, 1949, and 1951, on the basis of co-efficients of revaluation authorized by the 
French Government on those dates.’’ The explanation then continued, ‘“Thereafter, 
the Company has charged against earnings depreciation on the higher amounts, as 
permitted by the French tax law.” 
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corporations, which in recent years have charged into expenses an in- 
creased amount for depreciation, over and above normal depreciation, 
to make up this approximate difference, even though the charge is not 
recognized by the Internal Revenue Service as a deduction in computing 
Federal income taxes. 

Cost Represents Initial Value. From this discussion, it would seem that 
cost, as one of the recorded facts of accountancy and as the basis for de- 
termining subsequent ‘‘book”’ values and periodic depreciation, would 
appear to have certain limitations. When any commodity or service is ac- 
quired in the market, cost is the best available evidence of the economic 
value prevailing at that moment. In other words, cost at the point of ac- 
quisition expresses price, what the contracting parties consider the goods 
or services to be worth. There is, however, a concept more basic than cost. 
In this sense, cost expresses initial value, and as such is a datum of very 
considerable importance. From this reasoning it would be a short step to 
consider financial accounting in terms of values rather than costs.!° In 
other words, what seems to be needed at this stage in the evolution of 
accounting is a new significant definition of cost for fixed assets compara- 
ble with the definitions of cost which have been evolved for inventories, a 
definition which would be just as effective in keeping accounting econom- 
ically sound as well as mathematically sound during periods of widely 
fluctuating prices, as well as during periods of relatively stable prices. 
This problem is presented by William A. Paton in the following manner: 


Cost is not merely a figure on a piece of paper, an empty datum. Cost expresses 
economic power contributed or economic sacrifice incurred. Cost is a substantive 
economic measure. With this conception in view it becomes necessary to restate 
or convert recorded data when there has been a marked and persistent change in 
the value of the dollar. Without such restatement or qualification the recorded 


10 “This point has the more force when it is remembered that many assets are ac- 
quired by the particular accounting entity by other processes than purchase and sale. 
The most important example is the acquisition of property through the act of invest- 
ment, as when a party invests land, patents, or some other noncash resource in be- 
coming a stockholder. Other examples are acquisition by inheritance or gift, discovery, 
or accretion. The rancher doesn’t leave the new lambs out in the cold, or fail to take 
them into his financial reckoning, because he can’t find purchase invoices for them. 
The orthodox basis for recording assets acquired by other processes than purchase, 
of course, is fair market value at date of acquisition. I would also like to suggest, that 
the basic data of all economic analyses are values. We are all valuers, appraisers, in 
the sense that we are continuously endeavoring to evaluate, size up, the phenomena 
of the market. And the more intelligently we carry on this process the more effectively 
we react to the changes in the economic fabric—the more able we are to ‘roll with the 
punches.’ Moreover, it must be recognized that accounting is a primary source of 
valuation data. Without accounts the process of appraising, valuing, the complex 
flow of activity in any enterprise is almost impossible. Let’s, then, modify our concep- 
tion of the ‘cost basis’ and interpret such basis as a means of recording and bringing 
periodically to our attention the significant economic data of the business enter- 
prise.”’—Paton, Wiiuiam A., “Accounting Problems Relating to the Reporting of 
Profits,” an address given at a Business Conference, Youngstown, Ohio. Mar. 30, 
1949, sponsored by the Economic and Business Foundation. 
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data no longer represents true cost. That is, so-called ‘actual cost,” paradoxically, 
may not be “actual cost.” If for example, I own a piece of land that cost me 5,000 
1938 dollars and someone asks me today what the land cost me, I am not respond- 
ing accurately if I say that the cost is $5,000, providing my questioner is thinking 
in terms of a very different measuring unit, the 1948 dollar, and I know that he is 
using the 1948 dollar in his thinking. I should say: “I paid 5,000 1938 dollars, 
but if I express my actual cost in terms of current 1948 dollars the answer to 
your question is approximately $10,000.” 

Suggested Modifications in Accounting to Overcome Effects of Changing 
Price Levels. The effect upon accounting of constantly changing price 
levels—or values—received the careful attention of two authors from two 
somewhat different viewpoints a number of years ago; it was also the 
subject of a survey conducted by the American Institute of Certified 
Public Accountants in 1948 and the basis of a comprehensive study pre- 
pared by the staff of the Accounting Research Division of the American 
Institute of Certified Public Accountants and published in 1963. The 
authors of the first two volumes were Henry W. Sweeney who produced 
a pioneering study entitled Stabilized Accounting! in 1936, and Kenneth 
MacNeal, who wrote Truth in Accounting'® in 1939, an original study, 
from which an excerpt was quoted to open this chapter. The volume pre- 
pared by the staff of the Accounting Research Division of the American 
Institute of Certified Public Accountants bore the title, Reporting the 
Financial Effects of Price-Level Changes.* 

The problem of how recorded facts were affected by fluctuating price 
levels was a practical one with which accountants had to grapple in 
Germany, France, and Italy during the inflation following the First 
World War. As a result, the literature on this study is extensive in 
German, French, and Italian. Sweeney made a study of the accounting 
methods used to maintain real values in those countries during that 
period of inflation and also of the literature on this subject in those 
languages and then wrote Stabilized Accounting. In the introduction he 
explained that ‘‘the success of the whole system of business depends upon 
the truthfulness of accounting. The truthfulness of accounting depends 
largely upon the truthfulness of the dollar—and the dollar is a liar! For 
it says one thing and means another.’”’ That was clearly evident from 
1950 to 1960. 

Stabilized accounting is a method of converting values by means of 
an index number from cost or depreciated cost to current economic 
values. It is not unlike the process of converting the foreign-money 
figures on the preclosing trial balance of a foreign branch into domestic- 
money equivalents. Sweeney, however, suggests this technique only when 


11 [bid. 

12 Harper & Brothers, New York, 1936. 

13 University of Pennsylvania Press, Philadelphia, 1939. 

14 American Institute of Certified Public Accountants, New York, 1963. 
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the general price level has varied at least 5 per cent within the account- 
ing period under examination, and provided that most of the assets, lia- 
bilities, and net worth items that are on the books at the end of the 
accounting period first appeared on the books when the general price 
level was at least 5 per cent above or below its position at the end of 
the accounting period. In an extensive discussion, the author gives a 
variety of examples showing how the technique would work in practice 
and how the income statement would integrate with the balance sheet. 
One quotation concerning a simple balance sheet with only two asset 
items, cash of $750 and fixed assets of $1,000, explains the technique: 


The cash of $750 is already stabilized in the general price level of December 31, 
19—. For a money-value item is always stabilized in the current price level. The 
fixed asset cost $1,000 when the general index was 100. At the end of the year, 
when this index was 150, $1,500 must have been needed to buy as many goods 
and services in general as $1,000 could buy when the asset was bought. Hence, as 
at the end of 19— the actual original outlay of $1,000 must be expressed as $1,500. 
The depreciation of 50% on this asset must, likewise, be expressed in the general 
price level as at the end of the year. This is accomplished simply by taking de- 
preciation of 50% on $1,500, the original cost adjusted for the change in the general 
price level. Consequently, the stabilized debit for depreciation against profit- 
and-loss and the stabilized credit to the depreciation reserve both become $750. 
Similarly the real-value item, capital stock, becomes stabilized in the general 
price level of December 31, 19— as follows: $1,000 x 150/100 = $1,500.15 


In the process of using index numbers to stabilize values, the procedure 
described above is applied first to the assets, next to the liabilities, and 
then to the investment in the business. When this procedure has been 
completed, the residue of profit and loss remaining from the activities of 
all accounting periods up to the date of stabilization is available. All that 
needs to be done to ascertain this residue is to subtract the total of the 
“stabilized” liabilities from the total of the “stabilized” assets. In this 
process there are two kinds of surplus and deficit just as there are two 
kinds of profit and loss, realized and unrealized. The net amount of sur- 
plus or deficit that appears on a balance sheet may be zero, but there may 
be both a realized surplus and an unrealized deficit of the same amount, or 
a realized deficit and an unrealized surplus of the same amount. 

The main differences between Sweeney’s suggestion and the typical bal- 
ance sheet stabilization utilized in European accounting practices during 
the inflation following the First World War were four in number. First, the 
foreign method was usually quite content to stabilize the paper-money 
figures on the basis of gold money (usually the national gold money), 
despite the fact that the general purchasing power of gold money itself 
kept fluctuating. Second, the foreign method usually did not attempt 
to separate surplus into its realized and unrealized sections and then 


16 Sweeney, op. cit., pp. 24-25. 
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show the changes in each section. Third, the foreign method usually made 
no attempt to construct a stabilized income statement. Fourth, the foreign 
method apparently paid no attention to devising a thorough and sys- 
tematic method of treating money-value profit and loss.16 

In Truth in Accounting, Kenneth MacNeal tackled this fundamental 
problem of values without the use of index numbers. “The great majority 
of contemporary certified financial statements,” he wrote, “‘must neces- 
sarily be untrue and misleading due to the unsound principles upon which 
modern accounting methods are based.” These principles have been dis- 
cussed at various points in this volume where we have learned that the 
actual current values of many items in balance sheets are different, at 
times greatly different, from their book or “accounting”’ values. 

Because balance sheets do not generally reflect current economic values, 
MacNeal developed the theory that marketable assets in balance sheets 
should be valued at market price, nonmarketable reproducible assets 
should be valued at replacement cost less depreciation, and occasional 
nonmarketable, nonreproducible assets at original cost. The practical 
effect of this theory is materially different from the orthodox accounting 
theory of unamortized costs. “With the exception of occasional non- 
marketable and nonreproducible assets,” wrote MacNeal, “‘this procedure 
would produce a balance sheet whose fluctuations of net worth, between 
the beginning and the end of any period, would describe accurately the 
net total of all profits and losses during that period from whatever 
sources.’”’ General builders, contractors, architects, and mechanical engi- 
neers with tools and machinery do this as a routine part of their work. 

Moreover, depreciation based on current economic values in contrast to 
historical costs, that is, recorded facts, tends to “recover’’ from current 
operations sufficient funds to replace the physical capital consumed. 


The oft-repeated objection that future replacement costs are unknown and may 
be greater or less than total accumulated depreciation is entirely irrelevant. The 
capital ‘‘recovered”’ by way of depreciation charges is generally reinvested in 
physical assets immediately at the current price level. By what may be called the 
process of “equivalent replacement,” most fixed assets consumed during an 
accounting period are, in effect, replaced during that same period.! 


These innovations are suggested because balance sheets as currently 
prepared “are composed of a bewildering mixture of accounting conven- 
tions, historical data, and present facts wherein even accountants are 
often unable to distinguish truth and fiction.’”’ Creditors, stockholders, 
and analysts “have a right to believe that the figures given to them state 


16 [bid., pp. 38-40. 

17 Grauam, Wituarp J., ‘“The Effect of Changing Price Levels upon the Determi- 
nation, Reporting, and Interpretation of Income,” The Accounting Review, Vol. XXIV, 
No. I, p. 22, January, 1949. 
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values, not private prophesies, and the only values that any one knows 
how to state are economic values.” This is the practice followed by invest- 
ment bankers when merging two or more companies, and when an experi- 
enced businessman sells his business. ‘‘Booms and depressions probably 
engender more financial catastrophes than all other causes put together, | 
and yet their influence on assets and on the financial standings of com- 
panies is largely concealed in the financial statements now published. 
Values may decline to a point where a mortgage cannot be refunded, or 
they may rise to a point where it is obviously common sense to convert 
them into cash. Yet in each of these cases stockholders and creditors are 
kept in ignorance of the true situation.” 

In July, 1948, the American Institute of Certified Public Accountants 
distributed a questionnaire, asking answers to or opinions on seven 
specific questions (in two cases the questions were divided into two 
parts), to 410 selected key business excutives, bankers, economists, labor 
representatives, accounting teachers, controllers, and others who, it was 
felt, would have sufficient economic and accounting background to give 
carefully considered replies. Usable replies were received from 188 indi- 
viduals by September 30, 1948. In the letter accompanying the sum- 
mary of the survey, it was pointed out that the most frequent criticism 
of accounting methods in general use centered around the basic problem 
we have been considering, the fact that ‘“‘an income figure derived on the 
basis of actual cost of inventories and plant facilities may be substan- 
tially larger than ‘economic income’ when current values are materially 
different from historic costs.” 

One of the questions in this survey specifically concerned the over-all 
problem of economic income. It read: ‘‘Would you favor reporting a figure 
for net income which approximated ‘economic income’ if that were ac- 
cepted for tax purpose?” Of the usable replies to this question 61, or 51.2 
per cent, answered ‘‘Yes,”’ and 58, or 48.8 per cent, ‘‘No.”’ A second ques- 
tion tied the concept of economic income to tax acceptability. This ques- 
tion read: “Would you favor reporting a figure for net income which 
approximated ‘economic income’ even if it were not accepted for tax pur- 
pose?’’ Of the usable replies to this question 44, or 36.5 per cent, replied 
in the affirmative and 77, or 63.5 per cent, in the negative. The following 
question threw additional light on this problem. It read: “Do you believe 
that a change in the direction of ‘economic income,’ if accepted [for tax 
purposes], should be followed year in and year out—in years of low profits 
as well as high profits?”’ The replies to this question showed a high degree 
of acceptability. Of the usable replies to this question 108, or 94.7 per cent, 
answered in the affirmative, and only 6, or 5.2 per cent, in the negative. 

The final question in this interesting survey was concerned with the use 
of price indexes as a means of determining economic values. This is the 
process which was widely used during the inflation in the European 
countries following the First World War and which Sweeney outlined so 
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clearly in Stabilized Accounting. This question read: ‘To avoid the diffi- 
culties of estimating future replacement costs or requiring appraisals, it 
has been suggested that price index numbers could be used to measure the 
approximate difference between historical cost and current cost.!3 Do 
you believe that such index numbers would be satisfactory for such 
measurement?”’ Of the usable answers 56, or 54.3 per cent, replied ‘“Yes” 
and 47, or 45.7 per cent, ‘‘No.’’!9 

In 1963, fifteen years after the above survey was undertaken, Report- 
ing the Financial Effects of Price-Level Changes was published by the 
American Institute of Certified Public Accountants. This comprehensive 
study was prepared by the six members comprising the entire staff of the 
Accounting Research Division of the Institute. The problem of taking 
price-level changes into consideration by accountants now had an ex- 
tensive literature in the United States as well as in Germany, France, 
and Italy. As we have seen, the techniques of dealing with price levels in 
accounting already had been developed and demonstrated in European 
countries following the First World War. 


18 The French Government legislated for a solution to this problem after the Second 
World War by a series of laws, decrees, and orders published from August, 1945, to 
May, 1948. Under this legislation, fixed assets were allowed—it was not compulsory— 
to be revalued at their economic worth in current francs, with a proviso that the 
maximum value at which any asset could be taken up in the accounts should not 
exceed its cost multiplied by a legal coefficient of increase for the particular year of 
acquisition. Depreciation reserves could be adjusted in a similar manner. The legal 
coefficient for 1947 was one, for 1945 two, for 1942 six, for 1939 nine, and so on gradu- 
ally until for 1914 and prior years it was sixty. The “egal coefficient’’ as used here 
is a kind of arbitrary index number fixed by law. The schedule of legal coefficients 
and a brief explanation of their use in French accounting may be found in an article, 
“Revaluation of Fixed Assets in France,’”’ by John Kennerly, A.C.A., The Accountant, 
Vol. CXIX (New Series), No. 3860, pp. 469-470, Dec. 11, 1948 (London). For studies 
regarding the desirability of restating conventional accounting figures by the use of a 
general price-level index, applied to American business, see Price-level Changes and 
Financial Statements—Case Studies of Four Companies by Ralph C. Jones (1955), 
and Price-level Changes and Financial Statements—Basic Concepts and Methods by 
Perry Mason (1956), both published by the American Accounting Association. 

19 Because the interest in this subject continued high, George O. May suggested 
that a study group be formed to give comprehensive consideration to all phases of 
the subject of ‘‘business income” and that such a study group include economists 
and representatives of labor as well as accountants. This group was organized and 
then spent between three and four years on their project. In 1952 the study group 
published Changing Concepts of Business Income (The Macmillan Company, New 
York), a volume of 160 pages of highly condensed material. While collateral problems 
received careful attention, the effect of inflation on balance sheets and income accounts 
was probably the underlying consideration in the study. Views on this subject were 
quite divergent, as would be expected from a group representing diverse interests. 
Minority opinions, comments, and dissents from fifteen individuals and one comment 
signed by two individuals were included in the study. 

The use of index numbers, for Federal income tax purposes, in determining deprecia- 
tion charges on fixed assets acquired in different years, was suggested by several 
qualified individuals who testified before the Committee on Ways and Means of the 
House of Representatives in July, 1953.—General Revenue Revision, Hearings before 
the Committee on Ways and Means, House of Representatives, Part 2, pp. 703, 724, 732, 
733, 740, and 749 (83d Cong., lst Sess., Washington, D.C., 1953). 
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The text of this volume, which gives a well-rounded explanation and 
discussion for those who are not familiar with this area, of the pros and 
cons of the use of index numbers to adjust for changing price-levels, is 
divided into five chapters, (1) The Problem in Perspective, (2) What is 
Meant by Price-Level Adjustments, (3) Price-Level Adjustments and 
Generally Accepted Accounting Principles, (4) Objections to Price-Level 
Adjustments, and (5) Methods of Disclosure. 

As the method of handling price-level changes is so intimately and 
closely intertwined with price index numbers, a full discussion of how 
such numbers are determined, and their adequacy is also described. The 
five chapters of text are followed by an elaborate appendix consisting of 
five essays discussing in considerable detail available price indexes, the 
criteria of adequate price indexes, a critique of existing indexes, a sample 
of the adjustment technique, examples of what companies in different 
countries have already done in reporting price-level changes, and a bibli- 
ography of actual situations where indexes of price-levels have been used 
even though the results have not been incorporated in the financial re- 
ports of these particular companies. 

The study is an enlightening one. Financial data adjusted for price- 
level effects in theory and in actual practice, according to the authors, 
“provide a basis for a more intelligent, better informed allocation of re- 
sources, whether those resources are in the hands of individuals, of busi- 
ness entities, or the government.’’ These conclusions would seem to coin- 
cide with the conclusions of European businessmen who were forced to 
tackle this over-all problem, and to find solutions, many decades ago. 


Accounting Conventions 


Although fixed assets are generally carried on the books at cost, plus im- 
provements and less depreciation, that is, on the basis of recorded facts, 
that basis often provides a figure that is higher or lower than the current 
economic value. A plot of land and a building might have been purchased 
for $50,000 five years ago and that figure presumably represented a fair 
economic value at the time. Today, that plot of land and building might 
be carried on the books at $46,000; the fair market value of the property 
might be $56,000, or $36,000. The value of a building and the site on 
which it stands is assumed to be the aggregate of the value of the land 
and the cost of reproduction, less depreciation, of the building. The land, 
as Henry George has so strikingly explained, might increase, however, in 
economic value because it happens to be located at the intersection of two 
increasingly busy thoroughfares. In such a situation, the true aggregate 
value of the property might come to be the value of the land, less the 
probable cost of removing the building. 

This practice by which items are carried on the books at figures different 
from the actual economic values at the date of a financial statement is the 
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result of what is known as an accounting convention®® and represents one 
of the limitations to existing accountancy. It is also an accounting con- 
vention in most lines of industry and commerce, outside the cutting-up 
textile trade, for the accountant to rely upon his client’s certificate for the 
value of the inventory on the statement data, or to verify the correctness 
of quantities and prices, but not of grades or conditions. Many account- 
ants who specialize in the cutting-up textile trades in New York have an 
intimate knowledge of the value of piece goods of various constructions 
and of dresses, coats, and suits; they actually verify grades and conditions, 
as well as quantities and prices. 

In small business enterprises the valuation of assets based on account- 
ing conventions or premises is of relatively little significance. As businesses 
grow in size and invest substantial sums in plants or in retail stores, this 
premise grows in importance. If a plant is closed, its valuation on the 
books remains unchanged except for added depreciation. The properties 
of some retail enterprises increase in value as the neighborhood becomes 
more important; in other cases the values drop. In both situations the 
properties are invariably carried at cost plus improvements less deprecia- 
tion. In the first situation, the property is undervalued in the balance 
sheet; and in the second situation, overvalued. 

As corporations grow in size and sell securities to the public, deter- 
mining what portions of the values of certain so-called ‘‘fixed”’ assets are 
used up as expense in each fiscal period and what portions are carried for- 
ward to the next accounting period in the balance sheet becomes a funda- 
mental problem. This is no simple matter when applied to vast amounts 
of fixed assets, and, according to our existing accounting principles, it is 


based on conventions. In other words, each individual item of fixed assets, 
land, building, each piece of machinery, equipment, tools, furniture, and 


20 Since 1947 there has been a rather strong movement for a departure from the 
cost basis of accounting. The United States Steel Corporation in its annual report for 
1947 included an item in its consolidated statement of income of ‘‘Added Wear and 
Exhaustion of Facilities to Cover Replacement Cost”’ of $26,300,000, an amount which 
was over and above its normal depreciation based on original cost. As explained in 
the annual report for the following year, 1948, ‘‘ This added amount, which represented 
30 per cent of the normal depreciation, was determined partly through experienced 
cost increases and partly through study of construction cost index numbers. Although 
this was materially less than the experienced cost increase in replacing worn-out facili- 
ties, it was a step toward stating total wear and exhaustion in an amount which would 
recover in current dollars of diminishing buying power the same purchasing power as 
the original expenditure.’’ As a result of the strong insistence of the Securities and 
Exchange Commission and the position of the Committee on Accounting Procedure 
of the American Institute of Certified Public Accountants expressed in Accounting 
Research Bulletin No. 33, December, 1947, and reiterated in a general letter to mem- 
bers of the American Institute of Certified Public Accountants on Oct. 14, 1948 (both 
reprinted in Research and Terminology Bulletins, pp. 67-71, published by American 
Institute of Certified Public Accountants, New York, 1961), the United States Steel 
Corporation abandoned this technique of depreciation accounting. In its place there 
was then adopted a new method described as ‘‘accelerated depreciation,’’ a principle 
that the determination of depreciation to be recognized in the accounts may be based 

directly on use as measured by actual production. 
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fixtures, is not appraised separately each year. Instead, depreciation 
is taken on each class of fixed assets, except land, on a different schedule 
and charged to expense for each accounting period. This depreciation is 
now deducted from the recorded value of the asset to which it applies, to 
determine the “conventional” value for the balance sheet. 

In 1876 the Supreme Court stated that the public “rarely ever took 
into account the depreciation of the buildings in which the business is 
carried on,’’2! and in 1878 it supported the government in a claim that a 
railroad company should not be allowed to include a depreciation charge 
in operating expenses, claiming that ‘only such expenditures as are ac- 
tually made can, with any propriety, be claimed as a deduction from earn- 
ings.’’2? In 1909 the Court reversed its earlier opinion: “‘Before coming to 
the question of profit at all, the company is entitled to earn a sufficient 
sum annually to provide not only for current repairs but for making good 
the depreciation and replacing the parts of the property when they come 
to the end of their life.’’?* It is easy to see how an accounting convention 
based on a Supreme Court decision would greatly influence the practice 
of accountancy. 


Personal Judgments 


Financial statements prepared by someone within a business organization 
may conceivably present a far different result from that which would be 
found by an independent, experienced, certified public accountant.?* Ac- 


countants, themselves, depending upon their policy, training, experience, 


21 Hyster v. Centennial Board of Finance, 94 U.S. (1876). For an interesting ‘‘early”’ 
study pointing out how legislatures ‘‘enact revenue measures in utter disregard”’ of 
accounting principles see ‘“‘The Federal Corporation Tax and Modern Accounting 
Practice” by A. M. Sokolski in the Yale Review, Vol. 18, Feb., 1910, pp. 372-389. 

2 United States v. Kansas Pacific Railway Co., 99 U.S. 459 (1878). 

23 Mayor and Alderman of City of Knozville v. Knoxville Water Co., 212 U.S. 13 
(1909); May, Grorce O., J'wenty-five Years of Accounting Responsibility, 1911-1936, 
Vol. II, p. 307. For an exhaustive treatment of court decisions relating to accounting, 
see The Law of Accounting and Financial Statements by George S. Hill (Little, Brown 
& Company, Boston, 1957). 

>4 According to regulations of the Securities and Exchange Commission, ‘An 
accountant will be considered not independent with respect to any person (business 
enterprise), or any of its parents or subsidiaries, in whom he has, or had during the 
period of the report, any direct financial interest, or any material indirect financial 
interest; with whom he is, or was during such period, connected as a promoter, under- 
writer, voting trustee, director, officer, or employee.’’—Regulation S-X, Rule 2-01(6), 
p. 2, Oct. 15, 1964. The subject of the ‘independent accountant” has received careful 
attention by the Securities and Exchange Commission several times. Further elabora- 
tion and refinements of what constitutes “independence’”’ will be found in accounting 
series Releases of the Securities and Exchange Commission, No. 2, May 6, 1937, No. 
22, Mar. 14, 1941, No. 47, Jan. 25, 1944, and in an address “The Conflict of Inde- 
pendence in Accounting” delivered by Donald C. Cook, Vice-chairman of the Securi- 
ties and Exchange Commission, before the annual meeting of the American Institute 
of Certified Public Accountants, held at Boston, Oct. 3, 1950. 
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and practice, may differ in how they would report the condition?® of a 
particular business concern as of a given date. At times, accounting firms 
have had an employee who has performed his work in an unfortunately 
inefficient and ineffective manner.?* There have also been cases where 
accountants have seemed to miss or to overlook vital information in the 


25 In an examiner’s report prepared for the Securities and Exchange Commission 
in June, 1938, a nationally known firm of accountants was charged with ‘‘casuistry” 
in its defense of its alleged failure to “present fairly the financial position of the Mis- 
sourl Pacific Railway Company.” Testimony of several accountants and the hearings 
supported the views of the examiner’s report.—Securities and Exchange Commission, 
Release No. 2325, Dec. 6, 1939. Two months later, the Securities and Exchange Com- 
mission brought charges that the Alleghany Corporation had made “false and mis- 
leading statements as to its assets, liabilities, profit and loss and surplus accounts” 
in its financial statements for the years 1934 to 1937, inclusive. These charges were 
substantiated in the final report of the Commission.—Securities and Exchange 
Commission, Release No. 2423, Mar. 1, 1940. 

On Aug. 5, 1942, the Commission issued a voluminous report of 110 pages containing 
its detailed findings and opinions concerning the figures of the Associated Gas & 
Electric Company, as audited over the years by a well-known firm of public account- 
ants. In this most extensive report, the’ accountants were condemned for certifying 
“obviously manipulated’ financial statements. These financial statements were 
“marked by the paucity of the information disclosed and by failure to reveal significant 
circumstances necessary so that the information might be properly evaluated .. . 
We are left with the feeling that the principal purpose of the company was not to 
disclose frankly, but to mystify, baffle, mislead, and conceal, and that the audits and 
certificates of the accountants did nothing to prevent the accomplishment of that 
purpose.’’—Securities and Exchange Commission, Release No. 3285A, Aug. 5, 1942. 
Thomascolor Incorporated on July 9, 1947, filed a registration statement with the 
Securities and Exchange Commission. A Findings and Opinion report of the Com- 
mission stated that ‘‘the financial statements included in the original registration 
statement overstated registrant’s assets and minimized, if not deliberately concealed, 
information that would have fairly disclosed the true nature of the assets with which 
it was represented the registrant’s business would be conducted.’ The financial 
statements included in the original registration, for example, contained an item, 
Patents and Patent Applications of $2,014,941.03. This item “failed to distinguish 
between amounts which should have been identified with patents and those arising 
from promotion. The record discloses that a substantial portion of the entire sum 
originally identified as patents and patent applications was actually promotion cost 
arising from the issuance of registrant’s stock at par value . . . ,”—Securities and 
Exchange Commission, Release No. 3267, Nov. 26, 1947. 

Well-known cases illustrating the accountant’s responsibility in law to third par- 
ties are the following: Ultramares Corporation v. Touche et al., 278 N.Y. 104, 15 N.E. 
(2d) 416 (1938); Smith v. London Assurance Corporation, 109 App. Div. 882, 96, N.Y.S. 
820; and Craig v. Anyou, 208 N.Y.S. 259 (1925). How accounting treatment of items 
has differed among accounting firms, and how the same accounting firm has used 
different treatment on what seemed to be similar items under similar circumstances are 
illustrated in the summary of an extensive survey by William W. Werntz and Earle 
C. King, ‘‘An Analysis of Charges and Credits to Earned Surplus,” The New York 
Certified Public Accountant, Vol. XVI, No. 9, September, 1946. 

26 In February, 1938, it was disclosed that the tangible net worth of the Interstate 
Hosiery Mills, Inc., had been arbitrarily and whimsically inflated over a period of 
years to somewhat over $1,000,000 by a senior supervising accountant of a firm of 
accountants, who had been in charge of auditing the books of the corporation for 
many years.—Securities and Exchange Commission, Release No. 2048, Mar. 22, 1939. 
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preparation of their audit or in their examination of financial statements.?"_ 

Even though the intentions of operating managements and of account- 
ants are of the best, the human quality of judgment plays an unconscious 
part. Very different conclusions are frequently reached by perfectly honest 
and capable individuals on the same basis of physical facts. Let us see how 
judgment enters into the estimation of three items—the valuation of in- 
ventory, the determination of a reserve for bad debts, and the determina- 
tion of the rate of depreciation to be used on the various divisions of the 
fixed assets. 

Valuation of Inventory. On page 303, Chap. XI, is a schedule of five 
items that make up a hypothetical inventory. It was shown in that chap- 
ter that the inventory could be valued at several different figures and 
still be carried at ‘‘cost or market whichever is lower’ depending, first 
of all, upon whether individual items or the inventory in the aggregate 
were valued at the lower of cost or market. Some person’s judgment 
decides which technique and, consequently, which value should be used. 


27 In December, 1938, the fantastic situation came to light where the assets of the 
well-known wholesale distributor of drugs, druggists’ supplies, and liquor, McKesson 
& Robbins, Inc., had been inflated progressively over a period of years to reach the 
rather substantial figure of approximately $21,000,000. For full details see the 501-page 
Report on Investigation in the Matter of McKesson & Robbins, Inc., published in Decem- 
ber, 1940, by the Securities and Exchange Commission pursuant to Sec. 2la of the 
Securities Exchange Act of 1934. The ensuing spontaneous reaction to this unusual 
situation burst forth in criticism of the methods of accountancy and the relationship 
of accountants to operating managements. 

In April, 1946, Drayer-Hanson Incorporated filed a registration statement with 
the Securities and Exchange Commission covering a proposed public offering of 80,529 
shares of its Class A stock, of which 59,030 shares were sold in the following year at 
$10 per share. It was subsequently learned that the balance sheets included in the 
registration statement were materially misleading for the reason that the work in 
process inventory as of Apr. 30, 1946, was overstated approximately $87,000 and that 
the income statement for the 10 months ended Apr. 30, 1946, which showed net 
earnings of approximately $181,000, was misleading for the same reason. No physical 
inventory had been taken and the auditors ‘‘without justification implied in their 
certificate that the system of internal check and control and the cost accounting 
system .. . furnished reliable costs with respect to cost of sales and raw materials, 
work in process, and finished foods inventories.’’—Securities and Exchange Commis- 
sion, [?elease No. 67, Apr. 18, 1949. 

In December, 1946, Health Institute, Inc., filed a registration statement covering 
50,000 shares of preferred stock and 40,000 shares of common stock to be sold to the 
public for $907,500. The statement contained a balance sheet as of Nov. 20, 1946. A 
subsequent amendment contained a balance sheet as of Jan. 1, 1947. At a hearing the 
accountant “admitted that the certificates affixed [to both balance sheets] falsely 
stated that such balance sheets fairly presented the financial position of Health 
Institute, Inc., at the respective dates.’’—Securities and Exchange Commission, 
Release No. 68, July 5, 1949. 

The financial affairs of each of the corporations mentioned in this footnote and 
one immediately preceding had been audited by well-known firms of public account- 
ants in many cases for several years. It is evident that standards of accounting practice 
are based upon the training, experience, and individual judgment of respective 
accountants and that the effective influence of business management upon so-called 
“independent” public accountants has varied widely. 
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In the continued discussion in that chapter, it was learned that the 
inventory could be carried at cost or market, whichever is lower, and 
still have widely different valuations depending upon the method of com- 
putation—first-in first-out, retail method, standard cost, base stock, or 
last-in first-out. In every case, someone must decide which method of 
valuation will be used; that particular method will affect the valuation 
of the inventory in the balance sheet, the cost of goods sold, and hence 
the net profit in the income statement. 

Reserve for Bad Debts. The amount of reserves to be set up for bad 
debts is likewise an exercise of judgment alone. Someone familiar with 
the receivables must examine every item that is past due, study the credit 
file on each account, and on the basis of that information decide whether 
a reserve should be set up against all or part of each account. If six dif- 
ferent men independently should make the same study, each would sug- 
gest a different amount as a reserve for bad debts. 

Depreciation. When it comes to depreciation, judgment enters into 
two necessary decisions: first, the rates of depreciation to be used on the 
various types of fixed assets subject to depreciation, and second, the 
method of depreciation to be used. The rate of depreciation, which 
is based upon the useful life expectancy of an asset, is an engineering 
rather than an accounting problem. Useful life expectancy in itself is a 
generality. A toggle press might wear out within 3 years at one plant and 
last 20 years in another. 

The method of depreciation selected will give different values to assets 
over the years and different charges to the income statement, even though 
the same life expectancy is used. These methods vary from straight-line 
depreciation, the sinking fund method, declining balance method, sum of 
the digits method, or depreciation based upon output or the number of 
hours a machine is in operation. 


EVOLUTION IN ACCOUNTING PRINCIPLES 


As has been stated, accountancy in the United States is a profession of 
relatively recent origin, the first important accounting firm having been 
organized in 1883, and the first provision for the certification of account- 
ants having become a law in New York State in 1896. Progress toward 
narrowing areas of differences of opinion, and of more uniform account- 
ing, has been made over the years as a result of campaigns of education 
and enlightenment carried on by bankers, trade associations, credit men’s 
associations, professional accounting organizations, the Board of Gover- 
nors of the Federal Reserve System, and the Securities and Exchange 
Commission. 

While many sources have been interested in and have exerted their 
influence toward the progressive improvement in the practice of account- 
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ancy, probably the renaissance in this vital broad subject was due more 
to William Z. Ripley than to any one other individual. With his wide 
practical interest in economics, he had no hesitancy in pointing out in 
unmistakable terms the unsound misleading accounting practices fol- 
lowed by the managements of many railroads.?® Gradually his interest 
broadened into the field of accountancy as reflected in the annual re- 
ports of managements of industrial corporations to their stockholders, 
culminating in the critical citation of extracts from the figures of repre- 
sentative corporations whose securities were listed on the New York 
Stock Exchange.2* There seems little doubt that the violent exposures 
of misleading practices that received such wide publicity from Ripley’s 
pen, together with his suggestion that an agency of the Federal govern- 
ment ‘‘address itself vigorously to the matter of adequate and intelligent 
corporate publicity,” provided the basis, along with the stock-market 
crash of 1929, for the eventual legislation creating the Securities and 
Exchange Commission. 


Sources of Influence on Accountancy 


There is widespread feeling in the profession that an accountant, like a 
doctor, should be allowed to perform his work in his own way. Account- 
ants have strongly supported their right to place their individual interpre- 
tation upon accounting problems, and to treat their relations with clients 
on a confidential basis. At times, individual accountants and firms have 
failed to realize that their very actions were of wide interest to others, 
such as creditors, stockholders, investors, speculators, employees, and 
the public. In a very broad way accountants are trustees of business 
knowledge and information. They should be, and many accountants are, 
in fact, very practical everyday philosophers of business activity. Progress 
away from this individualistic interpretation of the treatment of problems 
toward more uniform accountancy standards and principles?® has been 


28 RipLey, Wiuu1aM Z., Railroad Finance & Organization, (Longmans, Green & Co., 
Inc., New York, 1915). 

29 RrpLey, WixuiaM Z., ‘Stop, Look, Listen!’ Atlantic Monthly, September, 1926. 
This and other supplementary essays were subsequently published in Main Street and 
Wall Street (Little, Brown & Company, Boston, 1927). 

8° See Storry, ReEp K., The Search for Accounting Principles, (American Institute 
of Certified Public Accountants, New York, 1964) for a condensed essay on the evolu- 
tion and development of accounting principles in the United States. This essay is the 
result of a study financed by a research grant to the University of Washington by 
partners of the accounting firm of Touche, Ross, Bailey & Smart in Seattle. “Since 
1930,” wrote the author, “three distinct peaks (of interest in accounting principles) 
are easily discernible, as well as two clear troughs. . . . The periods of increased 
interest have a common thread running through them. The literature in each gives 
the impression that (1) financial accounting and reporting need to be improved, (2) 
too many alternative methods and procedures are being used, (3) some limitation of 
the number of accepted alternatives is desirable, and (4) at least part of the solution 
lies in more carefully specifying the ‘principles of accounting’.”’ 
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made over the years by five institutions, the New York Stock Exchange, 
the Board of Governors of the Federal Reserve System, the American 
Institute of Certified Public Accountants, the American Accounting 
Association, and the Securities and Exchange Commission. 

New York Stock Exchange. The New York Stock Exchange, prior to 
the organization of the Securities and Exchange Commission, had made 
basic contributions toward uniformity in accounting practices. The Ex- 
change was in a unique position to insist upon cooperation from the 
managements of corporations whose securities were listed on the “Big 
Board.”’ 

In 1900, for example, the National Tube Company, in its application 
to list both its 7 per cent cumulative preferred stock and its common 
stock, agreed to publish at least once in each year ‘‘proper detailed state- 
ments of its income and expenditures, also a balance sheet giving a de- 
tailed and accurate statement of the condition of the company at the 
close of its last fiscal year.’’ Here was the creation of a basic precedent. 
It showed the awakening interest of the management of the New York 
Stock Exchange in accountancy; ‘“‘proper detailed statements of its in- 
come and expenditures,” and a “balance sheet giving a detailed and 
accurate statement,’’ implied the recognition that accounting principles 
of some kind were coming into existence. A consciousness of method was 
being created. The layman did not realize that far-reaching principles 
were being created by these decisions, by these agreements between the 
New York Stock Exchange and representative corporations. The stock- 
holder was to be entitled to at least a minimum of essential information; 
if that minimum tended toward some standard, the road of the analyst 
would become less rocky. 

This agreement applied only to the National Tube Company. It did 
not apply to corporations whose securities were already listed or traded 
on the New York Stock Exchange. It was the practice, however, to in- 
corporate such new requirements in the succeeding agreements with all 
corporations that made application to list additional securities, so that 
the influence of innovations of this character became cumulative. By 
1900, when this agreement was made with the National Tube Company, 
the New York Stock Exchange had been in existence 108 years, but only 
in the years immediately preceding 1900 had the need of some degree of 
standards in accountancy become recognized. 

The Niagara Falls Power Company in 1910 agreed to publish quar- 
terly income statements,*! and in 1926 the Exchange announced that 
corporations whose stocks were listed in the future must agree to publish 
quarterly statements of earnings. In 1916, the General Motors Corpora- 
tion agreed “to publish semiannually beginning June 30, 1917, a con- 


31 ScHuLTz, Biru E., Stock Exchange Procedure, p. 19 (New York Stock Exchange 
Institution, 1936). 
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solidated income account and balance sheet,” the first agreement of this 
kind to call for extensive interim financial information from any listed 
industrial corporation. In the following year, the American Smelting and 
Refining Company signed a similar agreement. *? 

In 1930, after several public utility holding companies, under the 
tacit approval of accounting firms, had taken into earnings stock divi- 
dends of subsidiaries at market value, the New York Stock Exchange 
made its first specific ruling on accountancy practice, that a corporation 
should not itself take up or permit any subsidiary, directly or indirectly 
controlled, to take up as income stock dividends received at an amount 
greater than that charged against earnings, earned surplus, or both of 
them. Here was a fundamental accounting pronouncement that would 
have to be followed by accounting firms auditing the figures of corpora- 
tions where securities were listed on the New York Stock Exchange. It 
was followed. 

When it was discovered in 1933 that the Allied Chemical and Dye 
Corporation was taking into earnings, over the certificate of a certified 
public accountant, dividends on its own treasury stock, the Exchange 
declared through its president that it was improper for a corporation to 
increase its income by including therein dividends on its own stock, and 
this, of course, would be particularly true where the dividends paid were 
not fully earned. An individual can hardly give himself something! 
Neither can a corporation! 

Since July 1, 1933, independent audits have been required from all 
corporations that have applied to the New York Stock Exchange for 
the listing of their securities. At this date the Securities and Exchange 
Commission was just around the corner. 

Board of Governors of the Federal Reserve System. Under the authority 
of the Federal Reserve Act of 1913, the 12 Federal Reserve banks were 
organized. Among the powers accorded to the Federal Reserve banks 
was the privilege of rediscounting commercial paper as defined by law 
for member banks, and under such supplementary rules and regulations 
as might be drawn up by the Federal Reserve Board. When offering 
commercial paper for discount, the member bank sent along with the 
promissory note the balance sheet, and also, if readily available, the in- 
come statement of the maker of the note, so that the Federal Reserve 
bank receiving the application would have information upon which to 
analyze the financial strength of the original borrower. 

The Federal Reserve System was organized several years after James 
G. Cannon had stressed in his speeches, over and over again, the impor- 
tance to banking institutions of developing and using financial statement 
blanks to obtain more accurate financial information. The Federal Re- 
serve Board had an immediate natural interest in the development of a 
82 Tbid., p. 20. 
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practical comprehensive balance sheet form as described in Chap. I for 
its own use, as well as for the extensive use of member banks. From its 
strategic position in our economy, it also had a deep interest in the 
development of somewhat more uniform methods to be used in the 
preparation of balance sheets, so that the analyst would have more uni- 
formly reliable information on which to base his interpretation of figures 
of business concerns. 

The April, 1917, number of the Federal Reserve Bulletin published 
by the Federal Reserve Board contained an article, Uniform Accounts, 
which represented a significant milestone toward more uniform account- 
ing practice. This article listed the minimum tentative requirements to 
be followed by an accountant in the verification of financial statements. 
It also contained a condensed statement of accounting principles and 
rules applicable to certain specific items in financial statements and gave 
suggested forms for the presentation of balance sheets and income state- 
ments. These proposals had been developed by the American Institute 
of Certified Public Accountants and had been approved by the Federal 
Reserve Board after several conferences. Representatives of the Federal 
Trade Commission also attended these conferences. 

In the following year, this article was republished by the Federal 
Reserve Board in the form of a pamphlet bearing the more explanatory 
title, Approved Methods for the Preparation of Balance Sheet Statements. 
The preface to this condensed study of 21 pages explained: “ . . . It is 
recognized that banks and bankers have a very real interest in the sub- 
ject, because they are constantly passing upon credit based upon state- 
ments made by manufacturers or merchants. It is quite as much of vital 
interest to merchants and manufacturers, because they realize that credit 
sometimes suffers by reason of losses incurred by bankers through credits 
given to merchants and manufacturers whose statements do not correctly 
reflect true conditions. Lastly, it is of immense importance to auditors 
and accountants, because they have a professional as well as a practical 
interest in having the character of their professional work formulated 
and standardized.” 

The pamphlet was submitted by the Federal Reserve Board for the 
consideration of banks, bankers, and banking associations, merchants, 
manufacturers, and associations of accountants. The suggestions which 
this pamphlet contained received wide circulation and attention, as it was 
the first authoritative guide to the minimum procedure to be followed by 
public accountants in the United States in the verification of figures in 
financial statements. It was, however, only a beginning. In May, 1929, 
the study was completely revised and republished by the Federal Reserve 
Board, this time under the title of Verification of Financial Statements. 
It is evident that the contribution of the Federal Reserve Board by 
sponsoring these studies was considerable. 
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American Institute of Certified Public Accountants. In a round-table 
discussion on the subject of more uniform accounting held as far back as 
1937 by the American Institute of Certified Public Accountants, one 
accountant summarized the possibilities succinctly. “It seems to me that 
while it is desirable to have standardization, we must standardize on one 
basis—telling a story clearly and telling it truly. As far as expressing the 
affairs of a corporation is concerned, standardization can be along just 
four lines, it seems to me: First, the general form of a statement; second, 
the arrangement of statements; third, the terms in which statements are 
expressed; and fourth, the method of arriving at the values shown 
thereon.’ 

Accountancy, after all, is not an absolute science with immutable laws 
but a relative one in constant evolution to serve the changing needs of 
business. Moreover, accounting has inherent limitations. Every balance 
sheet “‘is, as judicial authorities have recognized, necessarily a matter of 
estimate and opinion, and in some cases the limits of a reasonable dif- 
ference of opinion may be fairly wide.’’*4 It is the width of this difference 
of opinion that is being steadily reduced. 

The revised pamphlet published in May, 1929, by the Federal Reserve 
Board under the title of Verification of Financial Statements was now re- 
studied and revised by the American Institute of Certified Public Ac- 
countants, to conform to improving accounting practices. In January, 
1936, this enlarged pamphlet was published under the title of Hxamina- 
tion of Financial Statements by Independent Public Accountants. This 
pamphlet prescribed the minimum procedure to be followed in the veri- 
fication of figures and in the form of presentation of the results, both, 
however, being sufficiently flexible to require the exercise of individual 
judgment as to procedure in verification of financial data and as to the 
most appropriate form of presentation. A more elaborate Statement of 
Accounting Principles, the work of three men, Thomas H. Sanders, 
Henry R. Hatfield, and Underhill Moore, was published by the American 
Institute of Certified Public Accountants in 1938. The statement repre- 
sented a material contribution in the formulation and study of accounting 
principles. These studies are discussed briefly a little later in this chapter. 

In May, 1939, a special committee of the American Institute of 
Certified Public Accountants on auditing procedure issued a report that 
has become known as Extensions of Auditing Procedure. This report was 

*’Cranstoun, Witu1am D., Round-table discussion on the subject “To What 
Extent Can the Practice of Accounting Be Reduced to Rules and Standards?”’ held 


Oct. 19, 1937, included in The American Institute of Accountants, Fiftieth Anniversary 
Celebration Volume, 1937, p. 260 (American Institute of Certified Public Accountants, 
New York, 1938). 

** May, Grorce O., A lecture given at Northwestern University, Chicago, IIl., on 
Jan. 11, 1932, entitled ‘“‘The Accountant and the Investor,” Twenty-five Years of 


Accounting Responsibility, Vol. 1, p. 6 (American Institute Publishing Co., Inc., 
New York, 1936). 
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modified somewhat and then approved by the membership in September, 
1939. It dealt with four significant aspects of auditing procedures: (1) 
examination of inventories, (2) examination of receivables, (3) appoint- 
ment of independent certified public accountants, and (4) the form of 
independent certified public accountants’ report. 

Although many accounting firms for years prior to 1939 had made 
observations or tests of physical inventories and had obtained independent 
confirmation of receivables in the examinations of financial statements, 
this report in effect made such procedures mandatory where ‘‘practicable 
and reasonable.”’ These procedures have been extended since October, 
1942, to require disclosure of their omission in the independent account- 
ant’s report “regardless of whether they are practicable and reasonable.” 

In Extensions of Auditing Procedure the desirability of having the in- 
dependent public accountant appointed by the board of directors or by 
the stockholders of a corporation, instead of by the active management, 
was stressed. It was suggested that the accountant be appointed early in 
the fiscal year. The study also contained a suggested short form of ac- 
countant’s report representing a revision of the form set forth in the Hz- 
amunation of Financial Statements. In recognition of new requirements of 
the Securities and Exchange Commission, this form of report was further 
amended in February, 1941, by the insertion of a sentence indicating 
that the examination was “‘made in accordance with generally accepted 
auditing standards applicable in the circumstances. . . . ” 

In the latter part of 1939, a Committee on Auditing Procedure was 
created by the American Institute of Certified Public Accountants to 
publish the results of studies from time to time on particular phases of 
auditing procedures. The first pronouncement was in the form of a bulletin 
published in October, 1939. By October, 1948, this committee had issued 
24 such bulletins. They covered such matters as Clients’ Written Repre- 
sentations Regarding Liabilities and Other Matters, Auditing under War- 
time Conditions, and Physical Inventories in Wartime. These bulletins 
tended to provide a basis for more uniform thorough auditing procedures. 

In 1938 the Committee on Accounting Procedure was reconstituted 
and enlarged. This enlarged committee published a series of 51 Account- 
ing Research Bulletins from September, 1939, to August, 1959, dealing 
with accounting principles, and specific accounting procedures; and a 
Committee on Terminology a series of four Accounting Terminology 
Bulletins. These bulletins assisted materially toward a degree of uni- 
formity in accountancy. In 1959 these two committees were succeeded 
by the Accounting Principles Board of the American Institute of Certi- 
fied Public Accountants. This Board is now the only body within the 
Institute with authority to make or authorize public pronouncements 
on accounting principles. Up to October, 1965, six Opinions of the Ac- 
counting Principles Board had been published. 
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Since 1947 annual surveys of Accounting Trends and Techniques in 
Published Corporate Annual Reports have been published by the Ameri- 
can Institute of Certified Public Accountants. The primary aim of these 
studies has been to give a broad perspective on the latest accounting 
practices and trends as disclosed in the published annual reports of repre- 
sentative corporations, with particular emphasis on the topics dealt with 
in the more recent Accounting Research Bulletins. Where possible com- 
parable statistics from the reports of the same corporations have been 
provided for earlier years. These surveys have been unusually enlighten- 
ing. They represent real contributions to the knowledge of actual ac- 
counting practices. The most recent survey published in 1965 covered 
the current practices of 600 representative corporations for the calendar 
year of 1964, compared with practices used in many cases during selected 
earlier years. 

American Accounting Association. Difficulties that have stood in the 
way of developing the recognition of more uniform accounting principles 
and the practice of more uniform accountancy were accepted as chal- 
lenges by the American Association of University Instructors in Ac- 
counting;*> at their twentieth annual meeting in 1934, the members 
voted to broaden the purposes and the activities of the organization. 
The executive committee, the governing body of the association, formu- 
lated a statement of objectives which was one of the most significant 
declarations to have been published in that era regarding far-reaching 
objectives and possibilities of evolution in accounting. It was very much 
in contrast to other statements issued during these “formative” years, 
which tended to emphasize the difficulties in developing trends toward 
uniformity in accounting principles and the desirability of continuing the 
practice by which each accountant, like a doctor, would solve his own 
problems in his own individual way.?¢ 

In 1936 the executive committee issued a tentative statement of ac- 
counting principles relating to the financial reports of business corpo- 
rations.*’ This was followed in 1941 by a revision entitled Accounting 
Principles Underlying Corporate Financial Statements.*® In 1948, this 
statement had its second revision and was reissued with changes under 
the title Accounting Concepts and Standards Underlying Corporate Finan- 


86 In 1935 the name of this organization was changed to the American Accounting 
Association and the membership, previously restricted to professors of accounting, 
opened to anyone interested in accounting. 

86 This statement of objectives was published in full in the 1945 and 1950 editions 
of Practical Financial Statement Analysis. 

87 Accounting Review, Vol. XI, pp. 187-91, June, 1936. 

88 Accounting Review, Vol. XVI, pp. 133-39, June, 1941. 
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cial Statements. The prefatory notes in this statement contained the fol- 
lowing considerations: 


The basic objective has been to stimulate the continued study and discussion of 
accounting standards and their periodic restatement, thereby assisting in the 
orderly development of accounting concepts and their wide acceptance both 
among accountants and among others in any way influenced by or interested in 
the findings of accounts. 


So many decisions are dependent on interpretations of corporate reports that 
uniform, objective, and well-defined standards have become a requisite for the 
use of the reports by persons having an interest in an individual enterprise or in 
the broader problems relating to the national economy. Because basic accounting 
concepts and standards remain relatively undisturbed even during periods of 
economic change, restatements will involve primarily changes in emphasis. 


Although a comprehensive understanding of the financial position and operating 
activities of a corporation is derived only in part from financial statements, it 
should nevertheless be possible for a person moderately experienced in business 
and finance to obtain from such statements basic in*ormation on which he may 
rely with confidence. 


The above paragraphs were followed by statements of principles re- 
garding assets, revenues, and expenses in the income statement, liabilities 
and stockholders’ interests, and fourteen standards to be followed in the 
preparation of financial statements. Then followed the ‘concluding 


comment’”’ 


If accounting standards are to merit acceptance, financial statements in which 
they are incorporated must supply dependable information for the formulation 
of judgments. These judgments made in an economic setting subject to important 
changes can be relied upon only if such standards are adhered to consistently. 
Changes in accounting policy should be limited to those that will lead to improved 
standards. 

Accounting for the business activities of modern corporations will continue to 
offer many problems. As business structure becomes increasingly complex, the 
special and often diverse interests of investors, management, labor, and govern- 
ment will place increasing demands upon accounting and accountants. The 
application of accounting concepts and standards in the solution of these prob- 
lems requires on the part of accountants a high degree of integrity, competence, 


and social responsibility. 


The evolving statement of accounting principles of the American Ac- 
counting Association had its third revision in 1957 under the title Ac- 
counting and Reporting Standards for Corporate Statements, 1957 Revision 


and Preceding Statements and Supplements. 
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The growing bibliography on accounting standards and principles in 
1940 received its most elaborate and fascinating addition up to that time 
from the American Accounting Association. An Introduction to Corporate 
Accounting Standards, the work of two men long interested in this field 
of endeavor, W. A. Paton and A. C. Littleton, has received sustained 
consideration by those interested in the evolution of accountancy. More- 
over, the growing series of Accounting Research Bulletins issued by the 
Committee on Accounting Procedure of the American Institute of Certi- 
fied Public Accountants on important timely accounting problems, and 
the accounting series Releases of the Securities and Exchange Com- 
mission have done much to bring increased uniformity and higher stand- 
ards of practice to accountancy. These studies have gone a long way 
toward providing the basic principles discussed in the statement of ob- 
jectives prepared by the executive committee of the American Account- 
ing Association. 

The research program of the American Accounting Association was 
initiated in an effort to formulate and obtain general acceptance for a 
group of interrelated, consistent, and comprehensive principles of ac- 
counting. These principles were not to be descriptions of procedures but 
standards against which procedures might be judged. While these princi- 
ples might be in conflict with existing practices, they would set a level 
toward which practices could be raised. The methodology was to start 
with a group of principles which might be adopted as fundamental to 
sound accounting and to rework, revise, and improve them. Between 
1936 and 1957 pronouncements gradually evolved from a fairly general 
statement about a limited number of items into a more comprehensive 
statement covering most of the important areas of accounting. Changes 
in successive statements introduced principles into areas not previously 
considered and deemphasized or removed matters no longer considered 
sufficiently important. 

Securities and Exchange Commission. According to the Securities Act 
of 1933, the Securities and Exchange Commission was given the authority 
to define “‘accounting, technical, and trade terms” and has become in- 
creasingly interested in this all-important problem since that date. The 
problem is designated ‘‘all-important” for, as outlined in Chap. I, every 
policy of the active management finds its way somewhere into the figures 
of a business enterprise. 

The Securities and Exchange Commission, up to the present time, has 
compiled no summary of questionable accounting practices which have 
arisen in connection with the financial statements filed with it. The initial 
public records of any such questionable practices, or the desirability of 
new practices based upon the evolution of accounting standards which 
would provide for the ever-widening disclosure of sound and understand- 
able information, are located in deficiency memoranda or similar docu- 
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ments issued after the examination of particular financial statements by 
the accounting staff of the Commission. No complete compilation of 
deficiency memoranda has been made.*? 

The Securities and Exchange Commission has published from time to 
time, opinions regarding specific accounting principles for the purpose of 
contributing to the development of uniform standards and practices in 
major accounting questions.‘? As the first of these interpretations, the 
Commission published a letter written by Carman G. Blough, who at 
that time was the chief accountant of the Securities and Exchange Com- 
mission,’! to a registrant, discussing the impropriety of charging losses 
resulting from the revaluation of assets to capital surplus rather than to 
earned surplus. 

Releases in the Accounting Series of the Securities and Exchange Com- 
mission on accounting questions affecting registrants have continued to 
be written from time to time as important matters have needed explicit 
and detailed clarification. Up to December 7, 1965, there were 102 such 
studies released. These studies have been contributions in the develop- 
ment of accounting standards. Releases are issued as a result of specific 
inquiries from registrants or from their accountants on problems which 
have a wide application, to amend rules in Regulations S-X, and when- 
ever the chief accountant issues a ruling that has wide application. 

No attempt has been made to build up a synthesis of universal ac- 
counting standards or principles. Individual problems are handled as they 
arise. Behind all releases in this series is the theory of full disclosure, 
which played a basic part in the creation of the Securities and Exchange 
Commission and its subsequent development. 


Authoritative Studies 


Accounting standards and accounting principles have been evolving over 
the years. Older methods become less effective under altered conditions; 
earlier ideas become irrelevant in the face of new problems. Thus sur- 
rounding conditions generate fresh ideas and stimulate the ingenious to 


39 Securities and Exchange Commission, Release No. 7, May 16, 1938, did, however, 
contain an analysis of the deficiencies commonly cited up to that time by the Securities 
and Exchange Commission in connection with financial statements filed under the 
Securities Act of 1933 and the Securities Exchange Act of 1934. The list is interesting 
and most comprehensive. That part of the analysis which had to do with balance 
sheets, income statements, and surplus accounts, showing how skilled accountants, in 
the early years of the SEC, had failed to follow specific instructions and how dif- 
ferently, at times, they prepared figures which the analyst must study, was included 
in Chap. XXIV of the 1945 and 1950 editions of Practical Financial Statement Analysis. 

40 Securities and Exchange Commission, Release No. 1, Apr. 1, 1937. 

41In November, 1944, Carman G. Blough became Director of Research of the 
American Institute of Certified Public Accountants. In May, 1961, he retired from 
this position. 
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devise new methods. And as such ideas and methods prove successful 
they, in turn, begin to modify the surrounding conditions. Moreover, it 
must be kept in mind that new accounting and auditing procedures are 
not final but evolutionary, both in themselves and in their adaptation to 
a constantly evolving business world. 

Beginning in 1917, and continuing for several years, the influences of 
the Board of Governors of the Federal Reserve System and the American 
Institute of Certified Public Accountants were jointly exerted to create 
more exacting minimum standards for the verification of financial state- 
ments. The influences of the New York Stock Exchange, the American 
Institute of Certified Public Accountants, the American Accounting 
Association, and the Securities and Exchange Commission, as we have 
seen, have been exerted, from time to time, in changing or modifying 
standards which have had to do with particular accounting practices. 
The Securities and Exchange Commission, as an agency of the Federal 
Government—a “disinterested” third party—has been in a peculiarly 
strategic position to create, to modify, and to see that such standards as it 
might announce, after careful analysis and study, were carried out by 
accounting firms which prepared financial statements in behalf of 
registrants. 

In the years following 1895, when the executive council of the New 
York State Bankers’ Association had recommended the use of such finan- 
cial statements as the Committee on Uniform Statements might suggest, 
until 1917, commercial bankers had made considerable progress in the de- 
velopment and use of more uniform and more detailed financial statement 
blanks. Much had also been accomplished in the improvement in quality 
and in the verification of financial statements by independent scrutiny 
and audit. At the same time, there had been developed no uniform mini- 
mum requirements for the essential verification of financial statements 
which were said to have been audited, or standards as to the extent of 
minimum details to be shown in financial statements, in contrast to the 
grouping of different items. An accountant would be employed by one 
concern to make a particularly thorough audit, and by another concern to 
make a relatively superficial one. Good will would be grouped into one 
figure with fixed assets in one balance sheet, and would be shown sepa- 
rately, as it should, in another balance sheet. The differences in the extent 
and in the quality of two such audits would be unknown to a banker, to a 
credit man, or to an analyst, who obtained both balance sheets over the 
certificate of a public accountant. The lack of exact information, as a re- 
sult of the groupings of extraneous items, would vary considerably. In 
this situation, the initial problem by 1917 subdivided itself into two parts: 


1. The improvement in standardization of the forms of balance sheets and income 
statements. 
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2. The adoption of methods which would ensure greater care in compiling the 
balance sheet and the income statement, and their proper verification. 


Verification of Financial Statements. Out of the consideration of both 
these points came the article, already mentioned in this chapter, Uni- 
form Accounts published in the April, 1917, number of the Federal Reserve 
Bulletin, and the subsequent publication of this study in pamphlet form 
with the title Approved Methods for the Preparation of Balance Sheet 
Statements during the following year. Here were the first specific instruc- 
tions for the verification of assets and liabilities by accountants which, 
in a broad way, would tend to meet the requirements of industry, com- 
merce, and banking. In approximately 15 pages, these detailed instruc- 
tions gave the minimum requirements to be followed by an accountant in 
confirming the amount of all important items in a balance sheet, cash, 
notes receivable, securities, inventories, cost of fixed property, deferred 
charges to operations, notes and bills payable, accounts payable, con- 
tingent liabilities, accrued liabilities, bonded and mortgage debts, capital 
stock, and surplus. 

The income statement received less detailed consideration. The mini- 
mum procedure for verifying the important items, such as sales, cost of 
sales, gross profit on sales, selling, general, and administrative expenses, 
net profit on sales, other income, deductions from income, net income, 
surplus additions and deductions, was described. Then followed a sug- 
gested brief form of certificate which is now long out of date, a suggested 
form for an income statement, and a suggested form for a balance sheet. 

This publication was the first of its kind; it served as the most authori- 
tative guide for the minimum requirements in this field for a period of 12 
years. Over these years, criticisms and suggestions for minor changes, 
improvements, and elaboration were made. Some accountants regarded 
the original program as more comprehensive than their conceptions of a 
so-called ‘‘balance sheet audit,’”’ but not more than was required in the 
preparation of financial statements to be submitted as a basis for credit 
or for loans of cash. Some accountants felt that the instructions were not 
as clear as they might have been. The suggested form of certificate did 
not make clear that the examination was not a complete audit of the ac- 
counts, and to that extent, it was somewhat misleading. 

In May, 1929, this pamphlet, as already mentioned, was revised by the 
American Institute of Certified Public Accountants and published by the 
Federal Reserve Board in an enlarged brochure of 28 pages under the title, 
Verification of Financial Statements. This revision was prepared along the 
same general lines as the earlier publication, but with refinements and 
minor changes to bring the ideas somewhat more into line with the chang- 
ing philosophy of accountancy. — 
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Examination of Financial Statements by Independent Public Accountants. 
The pamphlet Verification of Financial Statements remained the standard 
description of the procedure in verifying individual items in financial 
statements for 7 years. In June, 1936, another step was taken. This 
pamphlet was now revised under the somewhat more elaborate title of 
Examination of Financial Statements by Independent Public Accountants 
and was published, not by the Federal Reserve Board but by the Ameri- 
can Institute of Certified Public Accountants. The pamphlet consisted of 
41 pages and emphasized the importance of the recognition of accounting 
principles and the consistency of their application in the preparation of 
financial statements. In addition to expanding the accounting and audit- 
ing principles and rules set forth in the earlier bulletins, it outlined a 
modified program for larger and smaller concerns, and introduced addi- 
tional accounting principles relating to surplus, unrealized profits, and 
comparative financial statements. 

A Statement of Accounting Principles. The next noteworthy contribu- 
tion toward the development of more uniformity in accounting stand- 
ards was a 2-year study undertaken by a committee composed of Thomas 
H. Sanders of the Graduate School of Business Administration, Harvard 
University, Henry R. Hatfield of the University of California, and Under- 
hill Moore of the School of Law, Yale University, and published in 1938 
as A Statement of Accounting Principles.*? This study was divided into 
six parts: (1) general considerations, (2) the income (profit and loss) 
statement, (3) the balance sheet, (4) consolidated statements, (5) com- 
ments and footnotes in financial reports, and (6) a summary of accounting 
principles, which gives a 4-page ‘‘very general summary” of the high 
lights of the first five parts of the study. 

This study marked a real step, and one that had long been needed, 
toward the objective of a written exposition of accounting principles. 
Like the initial Approved Methods for the Preparation of Balance Sheet 


* This study was undertaken at the suggestion of the Haskins & Sells Foundation, 
as the letter of invitation to the committee explained: ‘‘Accounting practices at 
present are based, in a large measure, upon the ethics and opinions of reputable 
accountants, and to some extent upon the accounting provisions of the various laws, 
but wide variations of opinion often exist among equally reputable practitioners. 
There is no unified body of opinion, nor is there any official tribunal for the final deter- 
mination of technical differences of opinion.” By a process of slow building, based 
upon its regulations and rendering of successive decisions on accounting problems 
coming under its sphere of influence, as explained on p. 626, the Securities and Ex- 
change Commission might well, at some time, become the entity that will fill this niche 
in our economic life. “‘Therefore, it would seem appropriate and opportune that a com- 
mittee composed of eminent accountants and lawyers should be appointed to formu- 
late a code of accounting principles that would be useful in the clarification and 
improvement of corporate accounting and of financial reports issued to the public.”’ 
This contribution to accounting theory and practice was published by the American 
Institute of Certified Public Accountants, New York, in 1938. 
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Statements, published by the Federal Reserve Board, it is clearly a pre- 
liminary study, open to the consideration of those interested in this vital 
and long-needed movement. The authors, instead of giving dogmatic 
opinions of principles which are in evolution, went somewhat to the other 
extreme in the diplomatic interpretation of how accounting problems 
may be handled. ‘“The existence of a body of generally accepted account- 
ing principles,” they explained ‘does not mean that there is only one 
proper accounting treatment for every situation with which the account- 
ant must deal. For many such situations, there are available a number 
of treatments which are in accord with the generally accepted principles. 
But the affirmation of the general acceptance of accounting principles 
does mean that many, and indeed, most of the possible treatments are 
inappropriate.” This is a diplomatic statement of the case. The use of the 
word “inappropriate” is a lenient characterization of many situations. 

The amount of detailed information to be given in a financial state- 
ment, wrote the authors, should be related to its purpose. In explanation 
of this assertion it was then pointed out that “it is necessarily left largely 
to the management to judge what information it is appropriate to give 
to the public.” In actual practice, this is generally the case, but it is not 
unusual for accountants in particular situations to guide, advise, and 
insist that certain information be given to the public. The more wide- 
spread the agreements on accounting principles become, the more will 
accountants be able to insist on thoroughness. That the authors recog- 
nized this situation is implied in two suggested rules: 


1. Any general impression clearly conveyed by the statements should be a true 
impression. The statement, though technically correct, should avoid creating a 
false impression in the mind of the reader. 


2. No information should be omitted which, if disclosed, would materially alter 
the impressions given by the statements. 


The two chapters on the income statement and the balance sheet 
explain the principles under which information appears under the various 
captions in both financial statements. Both chapters are largely explana- 
tory. One controversial point comes to light where the authors would 
allow certain charges to surplus, a practice, as explained in Chaps. XIX 
and XXIII, which is largely disappearing in the current evolution of 
accountancy. They write: ‘As far as possible net income should be so 
determined that it will need no subsequent correction. When, however, 
such correction becomes necessary, it may be made through current 
income only if it is not so large as to distort the statement of that income. 
Otherwise it should be made through earned surplus.” The present 
tendency, and a sound one from the point of view of analysts as well as 
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many accountants, is to put even these charges through the income 
statement. 

In contrast to this opinion, the authors in another part of the volume 
explained that it is objectionable to write off bond discount and expense in 
advance, when relatively small, against capital surplus, since that pro- 
ceeding relieves later income accounts and earned surplus accounts of 
charges which properly should be made against them. It is still more 
objectionable, they continued, to amortize these balances against capital 
surplus by devices which fail to disclose the full character of the proceed- 
ing. The authors then point out that, among other methods, it is per- 
missible when a debit balance remains in bond discount and expense 
account, after the related bonds have been retired by a refunding opera- 
tion prior to their maturity, to write off the entire unamortized balance 
at once out of earned surplus. 

Consideration is given to the question as to whether the book value 
of investments in subsidiaries should be permanently maintained at cost 
or be subject to adjustment for profits or losses of the subsidiary. When 
the subsidiary has made profits, subsequent to the purchase of the 
securities by the parent company, some authorities approve showing a 
proportionate increase in the book value of the held securities. ‘This 
procedure,” the authors now explain, “while having some logical basis, 
is of questionable propriety.’’ The practice, however, has become more 
and more common, as in no other way does an analyst know the value 
of many such investments when he is studying an individual balance 
sheet of the parent company without supporting or supplementary 
information to help him. The constant carrying of an investment of 
this nature at cost of $100,000 when the book value of the subsidiary 
has increased $500,000 creates a hidden reserve that has a decided bearing 
on a clear understanding of the financial picture. 

While this volume represented one more progressive step on the road to 
the determination of accounting principles, the study was not quite as 
authoritative, as definite, or as clear as the title would lead one to expect. 
The volume was more in the nature of observations regarding auditing 
procedure than a statement of principles. Moreover, there was a tendency 
to follow the customary practice in accountancy; that is, instead of 
setting up standards, to surround many of the observations with hedges 
that tended to emphasize the continued lack of principles. 


An Introduction to Corporate Accounting Standards. The next note- 
worthy contribution toward the development of a more exact theory of 
uniform accountancy is the monograph An Introduction to Corporate Ac- 
counting Standards by W. A. Paton of the University of Michigan and 
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A. C. Littleton of the University of Illinois, published in 1940.4? This 
volume is an elaboration of the basic concepts believed to be essential 
to a sound fundamental structure of corporate accountancy which origi- 
nally appeared in the relatively brief and tentative Statement of Account- 
ing Principles Underlying Corporate Financial Statements in 1936.44 The 
original statement was enlarged and an exposition was given of the com- 
pelling reasons for the adoption of standards and for the selection of the 
particular standards recommended. 

A considerable portion of accounting literature up to this point had 
disclosed an attitude suggesting that the treatment of individual account- 
ing situations presented so many possibilities that it is difficult to select 
any one treatment as acceptable to the exclusion of the others. This is 
the point of view presented in A Statement of Accounting Principles. If 
accountants cannot agree on the principles by which the amount of profit 
or the extent of any equity is to be measured, what purpose is served by 
certified statements? 

An Introduction to Corporate Accounting Standards came closer to 
furnishing the answers. It is divided into seven chapters: (1) Standards, 
(2) Concepts, (3) Cost, (4) Revenues, (5) Income, (6) Surplus, and (7) 
Interpretation. Through these chapters the authors have woven together 
the fundamental ideas of accounting instead of stating standards such as 
are being evolved by the Securities and Exchange Commission, the Com- 
mittee on Accounting Procedure, and its successor, the Accounting Prin- 
ciples Board, of the American Institute of Certified Public Accountants. 
“The intention,” the authors write in describing the basis of their study, 
“has been to build a framework within which a subsequent statement of 
corporate accounting standards could be erected. Accounting theory is 
here conceived as a coherent, coordinated, consistent body of doctrine 
which may be compactly expressed in the form of standards, if desired.” 
In this sense, standards become gauges by which to measure departures, 
when and if departures seem necessary. 

In the delineation of the successive steps from standards to concepts 
to cost to revenue to income, the authors arrive at the basic conclusion 
that the fundamental problem of accounting is the division of the stream 
of costs between the present and the future in the process of measuring 
periodic income. Here is the present-day emphasis on the income state- 
ment. ‘‘The technical instruments used in reporting this division are the 
income statement and the balance sheet. Both are necessary. The income 
statement reports the assignment to the current period; the balance sheet 


43 This study of 156 pages was published by the American Accounting Association. 
44 The Accounting Review, Vol. XI, No. 2, pp. 187-191, June, 1936. 
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exhibits the costs incurred which are reasonably applicable to the years 
to come.”’ The authors then continue: ‘‘The balance sheet thus serves as 
a means of carrying forward unamortized acquisition prices, the not-yet- 
deducted costs; it stands as a connecting link joining successive income 
statements into a composite picture of the income streams.” 

In the sound presentation of balance sheets and income statements, 
fundamental differences in basic theory and practice are evident from 
the ideas expressed by the authors of A Statement of Accounting Principles. 
A definite position is taken to the effect “that all determinants of income 
in the broadest sense—including unusual and irregular factors—should be 
reported in the income statement before the net results are passed to the 
stock-equity section of the balance sheet.” In other words, all charges of 
every kind, as outlined in Chaps. XIX and XXIII, should go through 
the income statement, and not just the smaller items of irregular charges. 
When a variable policy is pursued, a reader of financial statements may 
miss the significance of a large write-off of long-accruing obsolescence 
against present surplus. He may also miss the significance of the fact that 
past income statements were not reported as correctly as could have been 
expected from a discerning management. 

The Fund Theory of Accounting and Its Implications for Financial 
Reports. Seven years later there appeared the study The Fund Theory of 
Accounting and Its Implications for Financial Reports by William J. 
Vatter.4® This study represents another interesting ‘‘attempt to set up a 
framework around which the ideas of accounting may have better and 
fuller expression and from which may develop a broader application of 
certain accounting techniques which now have but limited uses.” As 
the author explains, there have been two different schools of thought 
which have been made to serve as the integrating framework of account- 
ing theory, the “proprietary” theory which dates at least from the begin- 
ning of the nineteenth century and the “entity”? theory which is of 
comparatively recent origin. Vatter outlines a third, the ‘“fund”’ theory. 
The essence of the proprietary theory is that accounting records and 
statements are maintained and prepared from the standpoint of the 


owner or owners of a business, aimed at a measurement of and the 
analyses of changes in the net worth of a business.‘* In the entity theory, 


46 This study of 141 pages was originally published as a Supplement to the Journal of 
Business of the University of Chicago, Vol. XX, No. 3, Part 2, July, 1947. Subsequently 
i was republished as an independent study by the University of Chicago Press, 

hicago. 

46 “In this scheme the assets are the proprietor’s property; liabilities are the pro- 
prietor’s debts and the emphasis of accounting is focused upon profit—in the sense 
of accretions to the proprietorship that arise from the operations of the enterprise. 
This system of ideas did fit the facts of the case fairly well when businesses and other 
enterprises were organized as individual ‘proprietorships’; and the notion of profit 
thus involved was a useful and workable one.’””—Varrer, Witi1am J., The Fund 
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the business undertaking is generally considered “as an entity or institu- 
tion of its own right, separate and distinct from the parties who furnish 
the funds, and it has become almost axiomatic that the business accounts 
and statements are those of the entity rather than those of the proprietor, 
partner, investors, or other parties or groups concerned.’’47 

Accounting, according to the fund theory, has grown far beyond the 
possibility of basing its operations upon any kind of single-valued or 
general purpose theory. The uses to which accounting data are put are too 
numerous to base a frame of reference upon a single “personality” to 
whom accounting reports are directed. The same financial statements and 
records today are used by management, by social control agencies, by 
present owners and creditors, and by prospective investors and creditors. 48 
These three broad areas of use for accounting information are sufficiently 
different to indicate that no single “personality”? could possibly maintain 
the various points of view and attitudes that are involved. 

In the fund theory of accounting there are involved a segregation of 
assets for a given purpose and a partial recognition of the set of separate 
operations which pertain to those assets. A given corporation may, for 
example, have several “funds,” a cash and bank fund, a general operating 
fund, an investment fund, a sinking fund—current, a sinking fund—in- 
vestments, a capital fund; maintenance of branch accounts and depart- 
mental accounts may be separate ‘“funds.’’ For each fund a separate 
balance sheet and a separate “‘statement of operations”? would be pre- 
pared‘? as well as the usual over-all balance sheet and income statement. 
“The accounts of each fund,” explains Vatter, “recognize not only all the 
asset items but also all the equities that pertain to that fund; in addition, 
there are also present complete classifications of revenue, expense, and 
income accounts. These, taken together, provide a general ledger trial 
balance complete in all respects as to the operations covered by the 


Theory of Accounting and Its Implications for Financial Reports, pp. 2-3 (The Univer- 
sity of Chicago Press, Chicago, 1947). 

47 Paron, W. A., and A. C. Lirrteton, An Introduction to Corporate Accounting 
Standards, p. 8 (American Accounting Association, Chicago, 1940). 

48In 1950, R. K. Mauntz published an original study entitled An Accounting 
Technique for Reporting Financial Transactions (Bureau of Economic and Business 
Research, University of Illinois, Urbana, Ill.). This monograph is not concerned with 
a basic underlying theory of accounting. It is interesting, however, because it is con- 
cerned with two new (or, if combined, one) financial statements to supplement the 
conventional financial statements in current use, namely a Statement of Financing 
and a Statement of Enterprise Growth. Financial transactions, explains the author, 
‘arise out of the financing activities of an enterprise; financing is provided largely by 
those interests which we commonly think of as having an equity in the enterprise. .. . 
Any interest which advances assets to the enterprise for a period of time may be said 
to be a financing interest. Stockholders advance assets or funds to the enterprise for, 
usually, an indeterminate period; bondholders advance funds for a definite period, 
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definition of thefund. . . . The notion of a fund has not been encumbered 
by personalistic thinking... . ” 

The central idea in the terminology of the fund theory is a service 
concept of assets. Basically, a fund is a collection of service potentials 
that have been brought together for some functional purpose—adminis- 
trative, entrepreneurial, or social. In this sense assets are economic in 


nature; they are embodiments of future want satisfaction in the form of — 


service potentials. This definition covers cash, bank deposits, and re- 
ceivables, items which, it would seem, can be included only by stretch- 
ing the imagination of the definition in terms of unamortized cost of the 
“entity” theory. Services are thus put into a fund for a specific purpose, 
not. to remain there undisturbed for an indefinite period, but to be di- 
rected at the objectives specified in the purpose of the fund. The oper- 
ations of a fund involve the conversion and ultimate release of the im- 
pounded services through certain channels; expense is simply the draining 


usually of considerable duration; banks advance funds on notes payable also for a 
definite period but generally one of short duration. These sources are generally thought 
to be the principal financing interests and are sometimes called equities in the balance 
sheet. . . . Asupplier who advances material to the company on credit also becomes a 
financing interest. The amount advanced by any single supplier may not be significant 
and the length of time the purchase goes unpaid may be short, but when suppliers 
(accounts payable) are considered as a group, they frequently represent an important 
financial aid, and one which, if withdrawn, would imperil the very existence of the 
company.” The ordinary ledger accounts contain a considerable amount of useful 
information about the financial activities of a business. ‘‘ Not now made available in 
accounting statements, these data can be organized into simple reports aimed at (1) 
presenting a summary of the enterprise financing program, and (2) accounting for 
enterprise growth; or if desired these two reports may be combined into one which 
serves a dual purpose. With supporting textual comment, such reports constitute a 
report upon the financial activities of the enterprise and its management in the same 
way that an income statement constitutes a report upon the profit-seeking activities 
of an enterprise and its management.’’ The Statement of Financing would contain 
(1) types of financing interests dealt with, (2) amount of financing provided by each 
interest (perhaps a dollar-day average), and (3) cost of financing obtained from each 
interest. In addition, the author suggests that the doctrine of full disclosure be ex- 
tended to reporting on financial activities and, accordingly, that details of important 
financial transactions be included as descriptive material in the body of the report or in 
footnote fashion. The Statement of Enterprise Growth would contain (1) total dealings 
with each enterprise interest and (2) relationship of transactions effecting increases 
in the enterprise total of properties and equities to those effecting decreases. 

49 “The emphasis accorded in recent years to systems of budgetary control and the 
maintenance of departmental accounts for the purpose of administering the budget 
have tended to create a fund emphasis in the field of departmental accounting. The 
operations of administrative units are the basis for various kinds of accounting reports 
which, although based upon analyses that are perhaps more correctly to be described 
as statistical than accounting procedures, nevertheless are formulated and prepared 
within the accounting department and by the accounting staff. . . . Thus the notion 
of a fund outruns the limits of formal accounting and shades off into the statistical 
tabulation.’’—Vatter, op. cit., pp. 44-45. 
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off or the release of converted services into those channels during a period 
of time. 

The recognition that assets are service potentials provides both oper- 
ational content and homogeneity of substance for accounting terminology. 
The concept of assets is related to the expense stream and the correspond- 
ing flow of revenue. Equities are not claims of obligations, nor are they 
mere legal liabilities; rather, they represent the restrictions that apply to 
the fund of assets. In this theory “the equality of assets and equities 
rests on the fact of residual equity, not on the idea that property ‘be- 
longs’ to someone or that some fictitious person must account to owners 
for the assets intrusted to it.” 

Thus, under the fund theory, there are a few basic ideas with which to 
attack the problem of accounting theory: the notion of a fund, a service 
concept of assets, a restricted concept of equities, and a recognition that 
expense and revenue are basic flows, not specific effects of individual 
transactions. A balance sheet for credit purposes might be different from 
a balance sheet for some other purpose. The valuations in such a balance 
sheet would be based upon the credit aspects of the case, and the classifi- 
cation and arrangement of data would be tailored for that purpose—the 
credit statement would be intended to exhibit or to test solvency. It 
would be revolutionary, but the fund theory would countenance special 
purpose statements in terms of different arrangement of data and differ- 
ent bases of valuation. It would also remove the implication of exhaustive- 
ness in the balance sheet, that is, it would serve to prevent the drawing of 
inferences that the balance sheet shows all the assets and all the equities, 
an inference too often drawn by accountants and laymen. 

Inventory of Generally Accepted Accounting Principles for Business 
Enterprises. The most recent study of accounting standards and princi- 
ples is an impressive volume put together by Paul Grady under the title 
of Inventory of Generally Accepted Accounting Principles for Business 
Enterprises in 1965.°° As we have seen accounting standards and princi- 
ples have been evolving gradually over the years since the New York 
Stock Exchange became interested in this subject in a very practical way 
in 1900, and more intensively as the American Institute of Certified Ac- 
countants, The American Accounting Association, and the Securities and 
Exchange Commission have become progressively more active in this 
area since 1933. This volume puts together in an integrated manner 
those accounting principles which have become more or less established 
and recognized over these years, primarily those enunciated in Account- 
ing Research Bulletins of the American Institute of Certified Public Ac- 


50 This volume of 469 pages was published as Accounting Research Study 7 by the 
American Institute of Certified Public Accountants (New York, 1965). 
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countants, and in the Accounting Series Releases of the Securities and 
Exchange Commission. The task of assembling and classifying the perti- 
nent information for this timely study was done by Paul Grady while he 
was Director of Accounting Research of the American Institute of Certi- 
fied Public Accountants with assistance from the members of his staff. 

As the word “‘inventory”’ in the title suggests, the task was not one of 
elaborating new or improved accounting standards or principles. The task 
was undertaken for four purposes: (1) to discuss the basic concepts to 
which accepted accounting principles are oriented, (2) to establish a list 
or summary of the accounting principles or practices now regarded as 
essential to the fulfillment of fiduciary accountabilities of a business enter- 
prise to those who have invested in the enterprise or have other bona fide 
interests in its financial position and results of operations, (3) to present 
the opinions of the Accounting Principles Board of the American Insti- 
tute of Certified Public Accountants, and its predecessor, the Committee 
on Accounting Procedure, and other authoritative accounting pronounce- 
ments, now in effect, analyzed in a manner reasonably related to a sum- 
mary of generally accepted accounting principles, and (4) to supply the 
explanatory and connecting language needed to create a practical ac- 
counting codification for the use of managements of business, certified 
public accountants, and others interested in this vital subject. 

These four objectives are admirably carried out. For the first time 
there is available between two covers carefully written statements of 
generally recognized accounting standards and principles with explana- 
tory and connecting comments on accounting for income and expenses, 
equity, assets, and liabilities, with supplementary and meaningful ex- 
planatory material on Accounting Research Bulletins and Opinions of the 
Accounting Principles Board of the American Institute of Certified Public 
Accounts; and Accounting Series Releases of the Securities and Exchange 
Commission. For several years the greatest influence upon the theory and 
practice of accounting has been exerted by two organizations, both of 
which have been described earlier in this chapter, the American Institute 
of Certified Public Accountants and the Securities and Exchange Com- 
mission. As significant problems evolved or arose in the accounting field, 
they were considered individually by each of the 21 members of the Com- 
mittee on Accounting Procedure of the American Institute of Certified 
Accountants. Often there were interesting dissenting opinions. A sub- 
committee of three members made recommendations on terminology. 
The extent and breadth of the considerations of the overall Committee 
and the care given to the preparation of the “‘bulletins’’ on the subjects 
which came up for consideration grew steadily so that the accumulated 
influence of its decisions and recommendations expanded year after year. 
As we have seen, these committees were succeeded by a new committee 
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of 21 members termed the Accounting Principles Board, in 1963. The 
Accounting Principles Board has assumed the responsibilities of the for- 
mer committees on accounting procedure and terminology. 

Accounting Research Bulletins represented the considered opinion of at 
least two-thirds of the members of the Committee on Accounting Pro- 
cedure, reached on a formal vote after examination of the subject matter 
by the Committee and the Research Department of the Institute. Except 
in cases in which formal adoption by the membership of the American 
Institute of Certified Public Accountants has been asked and secured, 
the authority of each bulletin rested upon the general acceptability of 
the expressed opinions. It is recognized that any general rules may be 
subject to exception; it is felt, however, that the burden of justifying 
departure from accepted procedures must be assumed by those who 
adopt other treatment. Since 1963 bulletins have appeared under the 
style of Opinions of the Accounting Principles Board. 

The Accounting Series Releases of the Securities and Exchange Com- 
mission, as previously explained, are issued in answer to specific inquiries 
from registrants or accountants, to amend rules in Regulation S-X, and 
whenever the chief accountant of the Commission issues a ruling on some 
specific subject which might have wide application. Whereas the authority 
of the recommendations in Accounting Research Bulletins and Opinions 
of the Accounting Principles Board rest on their general acceptability, the 
recommendations of the Securities and Exchange Commission have the 
force of law applied to financial statements which must be filed with the 
Securities and Exchange Commission. The current gradual evolution in 
accounting theory and practice is largely the result of the studies and 
recommendations of these two institutions. 


The Immediate Future 


There have been three well-recognized periods in the development of 
accountancy. The first period encompassed the early years when efforts 
were made by The Mercantile Agency in the 1870’s and by James G. 
Cannon in the 1890’s to obtain balance sheets, which at that time were 
better known as property statements, for the use of the mercantile and 
bank creditors. Rarely were these early financial statements audited. As 
banking institutions began to extend credit on unsecured promissory 
notes, as the use of the corporate form of business organization expanded, 
and as corporations sold securities to the public, more and more financial 
statements were made available. During these early years, the balance 
sheet added very materially to the knowledge of creditors. 

The second period covered the years when accountants permitted 
themselves complete freedom of action in drawing up financial state- 
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ments and consequently there gradually arose the recognition of the fact 
that some body of accounting standards had to be created. This com- 
plete freedom in the treatment of accounting situations became more evi- 
dent in investment than in credit circles, not because there were greater 
variations in treatment but because accountancy became a means of 
manipulation by insiders at the expense of the great body of investors. 
The classification of current assets and current liabilities differed widely 
among recognized accounting firms. Irrelevant items were often grouped 
together in balance sheets; receivables and merchandise, good will and 
fixed assets; charges were made almost as much to surplus as to income, 
and depreciation charges often varied with income. 

Out of this complete freedom of action of the accountant came the 
third period, which exists today, a period in which accountants as well as 
bankers, mercantile creditors, investors, and analysts have perceived the 
fact that evolving principles and standards®! are essential as accountancy 
fulfills its key role in our economic life. Action during this period was 
first taken by the New York Stock Exchange in isolated instances, more 
basically by the Federal Reserve Board, cautiously at first and then in a 
broad way by the American Institute of Certified Public Accountants, 
outspokenly by the American Accounting Association, and, under the 
mandate of Congress, by the Securities and Exchange Commission. 

Today and tomorrow the greatest influence in carrying on the evo- 
lution of accountancy toward standards undoubtedly will continue to be 
made by the Accounting Principles Board of the American Institute of 
Certified Public Accountants and the Securities and Exchange Com- 
mission. That there is room for continued evolution is axiomatic to any- 
one who must examine hundreds or thousands of financial statements 
yearly, financial statements, audited and unaudited, of large representa- 
tive corporations and of small proprietorships, of business enterprises in 
large cities and in small country villages, for management, for investors, 
for creditors, and, unfortunately, for what seems to be the needs of 
government. As one of the ancient philosophers taught: ‘“‘Change is the 
only permanence.”’ 


THEORY AND PROBLEMS 


1. It has been said that financial statements “‘reflect a combination of recorded facts, 
accounting conventions, and personal judgments.’’ Explain what is meant by 


a. Recorded facts 
b. Accounting conventions 
c. Personal judgments 


‘1 Wise, T. A., “The Auditors Have Arrived,” Fortune, Vol. LXII, No. 6, pp. 144- 
148, 239-244, December, 1960. 
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. Are financial statements accurate to a cent as far as economic values are concerned? 
Explain your answer. 


. Name four important institutions that have been sources of influence in the recent 
evolution of accountancy and accountancy practice. Describe the influence of one 
of these sources on the evolution of accountancy. 


. Why did the Federal Reserve Board (now known as the Board of Governors of the 
Federal Reserve System) become interested in the quality of balance sheets and 
income statements in 1917? 


. What institution is probably exerting the greatest influence on the trend of account- 
ancy today? How is this day-to-day influence exerted? 


. Name one authoritative study on accountancy that was sponsored by (a) Federal 
Reserve Board, (b) American Institute of Certified Public Accountants, and (c) 
American Accounting Association. 


. It has been said that accountancy conforms itself to the needs of business, not 
business to the needs of accountancy. Explain this statement. 
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APPENDIX 


Interquartile Range of Ratios 
for 72 Lines of Business Activity 


Explanation of Interquartile Range 


of manufacturers of automobile parts and accessories 
is given as 2.57 on page 646. To obtain this figure the 
ratios of current assets to current debt for each of the 
91 concerns were arranged in a graduated series, with 
the largest at the top and the smallest at the bottom. 
The median ratio of 2.57 was the ratio halfway be- 
tween the top and the bottom. The ratio of 4.10 repre- 
senting the upper quartile was one-quarter of the way 
down the series from the top (or halfway between the 
top and the median). The ratio of 2.09 representing 
the lower quartile was one-quarter of the way up from 
the bottom (or halfway between the median and the 
bottom). 


Explanation of Terms Used in the Following Tables 


Collection Period: The number of days that the total of trade accounts and notes 
receivable (including assigned accounts and discounted notes, if any), less 
reserves for bad debts, represents when compared with the annual net credit sales. 
Formula—divide the annual net credit sales by 365 days to obtain the average 
credit sales per day. Then divide the total of accounts and notes receivable (plus 
any discounted notes receivable) by the average credit sales per day to obtain 
the average collection period. 


Current Assets: Total of cash, accounts, and notes receivable for the sale of merchandise 
in regular trade quarters less any reserves for bad debts, advances on merchandise, 
inventory less any reserves, listed securities not in excess of market, state and 
municipal bonds not in excess of market, and United States Government 
securities. 


Current Debt: Total of all liabilities due within one year from statement date including 
current payments on serial notes, mortgages, debentures, or other funded debts. 
This item also includes current reserves such as gross reserves for Federal income 
taxes, and for contingencies set up for specific purposes, but does not include 
reserves for depreciation. 


Fixed Assets: The sum of the cost or appraised value of land as the case may be, and 
the depreciated book values of buildings, leasehold improvements, fixtures, 
furniture, machinery, tools, and equipment. 


Funded Debt: Mortgages, bonds, debentures, serial notes, or other obligations with a 
maturity of more than one year from the statement date. 


Inventory: The sum of raw material, material in process, and finished merchandise. 
It does not include supplies. 


Net Profits: Profit after full depreciation on buildings, machinery, equipment, furni- 
ture, fixtures, and other assets of a fixed nature; after reserves for Federal and 
state income taxes; after reduction in the value of inventory to cost or market, 
whichever lower; after charge-offs for bad debts; and after all miscellaneous 
reserves and adjustments; but before dividends. 


Net Sales: The dollar volume of business transacted for 365 days net after deductions 
for returns, allowances, and discounts from gross sales. 


Net Sales to Inventory: The quotient obtained by dividing the annual net sales by the 
statement inventory. This quotient does not represent the actual physical turn- 
over which would be determined by reducing the annual net sales to the cost of 
goods sold, and then dividing the resulting figure by the statement inventory. 


Net Working Capital: The excess of the current assets over the current debt. 


Tangible Net Worth: The sum of all outstanding preferred or preference stocks (if any) 
and outstanding common stocks, retained earnings (surplus), and undivided 
profits, less any intangible item in the assets, such as good will, trademarks, 
patents, copyrights, lease-holds, mailing lists, treasury stock, organization ex- 
penses, and underwriting discounts and expenses. 
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1964 TasLe or FourTEEN ImporTANT Ratios witH INTER- 


Table of 
Current Net Net Net Net 
assets | profits | profits | profits | ales to 
Num. i tear Coe eee cae a 
Line of Business ones ee ae eb : sales Sort capital worth 
cerns 
Times | Per cent | Per cent | Per cent | Times 
Agricultural Im- Upper Quartile} 4.25 5.87 | 17.48 | 31.73 4.34 
plements and 66 | MEDIAN 2.53 4.01 | 11.78 | 16.23 3.07 
Machinery Lower Quartile} 1.96 1.96 8.34 | 9.69 2.26 
forpinne Parts Upper Quartile} 2.83 5.46 | 16.23 | 28.70 | 4.29 
and Accessories 56 | MEDIAN 2.06 | 3.33 9.60 | 17.09 3.12 
Lower Quartile} 1.49 1.04 3.02 6.02 2.19) 
Automobile Parts Upper Quartile} 4.10 5.87 | 15.92 | 26.58 3.56 
and Accessories 91 | MEDIAN 2.57 4.01 | 12.60 | 17.86 | 2.88 
Lower Quartile} 2.09 2.62 STAM || Thi 73} 2.20 
Upper Quartile} 2.64 Beis), | ils Oh || Gh ozs 6.28 
Bakers 67 | MEDIAN 1.99 | 2.09 | 10.30 | 33.13 | 4.71 
Lower Quartile} 1.48 0.94 6.04 | 19.49 2.89 
Bedsprings and Upper Quartile} 5.09 | 2.29] 7.05 | 18.38 | 4.85 
Mattresses 49 | MEDIAN 3.30 1.25 | 4.77 7.865 2.99 
Lower Quartile} 1.99 0.31 1.55 2.79 2.41 
Bodies, Auto, Upper Quartile} 3.60] 3.11 | 12.11 | 17.05 5.33 
Bus, and Truck 36 | MEDIAN 210 1.67 7.28 | 10.80 3.59 
Lower Quartile} 1.65 0.63 1.92 Sil, 2.97 
Bolts, Screws, Upper Quartile} 3.44 6.34 | 16.39 | 39.52 4.05 
Nuts, and Nails 66 | MEDIAN 2.65 | 3.94 | 10.88 | 23.22 | 2.86 
Lower Quartile} 1.45 2.50 7.22, | 12.39 1.94 
Upper Quartile} 3.71 5.52 | 13.39 | 51.98 2.87 
Breweries 36 | MEDIAN 2.54 | 4.04 | 7.98 | 19.80 | 2.33 
Lower Quartile} 1.78 1.50 4.06 7.92 1.71 
Chemicals, Upper Quartile} 3.31 7.40 | 14.30 | 37.01 2.85 
Industrial 64 | MEDIAN 2.36 | 6.49 | 10.66 | 22.66 | 1.77 
Lower Quartile} 1.50 3.01 6.32 | 10.83 1.41 
Coats and Suits, Upper Quartile} 3.05 1.89 9.83 | 12.65 8.06 
Men’s and 129 | MEDIAN 22015 |eOeh0 ues On me oe. oe 5.24 
Boys’ Lower Quartile} 1.54] 0.26] 1.80] 1.55] 3.26 
Coats and Suits, Upper Quartile] 2.38 2.69 | 21.35 | 24.54 | 15.08 
Women’s 105 | MEDIAN 1.765) 0:99) 58.3710. 9Snleesaua 
Lower Quartile} 1.42 0.22 1.66 2.53 5.98 
Upper Quartile] 3.93 5.69 | 14.90 | 25.17 6.05 
Confectionery 45 | MEDIAN 2212 2.09 | 11.74 | 18.46 3.58 
Lower Quartile! 1.60 LHOOP| P2586) 82620982" bb 
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QUARTILE RANGE FoR 72 LINES or BusinEss ACTIVITY 
Manufacturers 


Fixed Cc Total Funded 
pct alee Collec- Net assets to debt do. aevees tao ory Current debts *6 
working tion _ Sales to tangible tangible tangible orice debt to net 
a a, | ae, | amet | ne | ronan 
Times Days Times Per cent | Percent | Percent | Percent | Percent | Per cent 
6.26 28 nee. 23.4 22.2 49.5 64.6 45.5 26.5 
4.05 34 4.1 35.3 44.6 78.2 95.5 63.2 37.1 
2.99 54 B44 52.8 60.0 100.0 126.0 92.1 62.2 
6.75 33 9.5 ala) 30.8 42.1 58.1 75.8 24.6 
5.16 48 6.6 45.8 46.5 86.5 82.1 102.1 43.4 
3.20 65 4.3 Me2 83.6 118.5 114.7 151.7 72.4 
6.38 34 8.1 24.4 22.6 40.8 54.5 57.9 13.9 
4.59 41 5.8 34.5 39.2 66.9 76.9 79.9 34.8 
3.20 47 4.4 51.6 56.0 93.4 102.6 114.2 Ref ©) 


23.92 13 39.0 65.7 17.6 37.8 36.5 121.2 39.3 
14.91 16 27.5 75.9 27.0 54.1 53.5 180.8 67.1 
10.88 22 16.5 94.0 46.4 87.0 73.5 294.5 125.2 


CAY9 30 aki) 12.8 14.5 41.0 57.0 37.2 HORS 
5.46 41 7.8 26.2 31.5 66.1 69.6 67.2 18.5 
3.57 53 6.0 49.4 67.7 119.4 97.3 126.9 39.1 
8.68 33 8.7 24.3 24.2 73.9 61.8 48.4 26.2 
6.90 40 6.3 40.7 53.4 99.6 108.1 95.4 40.6 
4,29 54 3.6 55.6 D4 126.5 135.0 136.4 62.0 
10.20 26 15.9 40.5 19.5 46.9 55.1 58.7 25.2 
5.28 34 8.2 59.7 36.7 78.0 83.5 97.5 67.6 
3.53 40 4.8 93.9 62.8 141.3 113.5 193.5 | 123.0 
10.73 7 23.6 49.2 10.5 23.7 33.2 87.5 23.3 
7.29 16 15.8 60.7 Mtho?4 43.4 49.2 118.2 63.6 
5.52 20 11.8 87.2 26.2 68.0 74.3 182.3 115.4 
7.00 39 8.3 42.2 17.6 34.7 49.9 70.1 36.3 
4.40 48 6.6 67.2 29.9 59.6 76.1 100.0 83.0 
Pi (al 55 4.7 83.0 59.4 109.6 100.5 164.3 140.6 
9.27 27 7.8 3.7 41.0 76.0 65.4 62.1 8.9 
5.72 55 5.9 8.6 81.9 164.4 97.7 91.2 27.3 
3.98 88 4.2 20.0 155.9 262.2 149.5 144.3 59.5 
17.63 23 19.7 79) 63.9 99.3 50.8 103.3 6.3 
10.92 39 10.4 6.2 114.1 141.1 86.2 165.8 23.9 
6.56 58 8.4 15.2 193.9 | 348.4 145.3 228.8 49.7 
15.85 14 11.4 29.2 19.4 33.4 56.4 49.1 Cot 
6.36 21 9.0 40.3 33.6 59.9 77.9 87.2 30.4 
4.20 25 5.9 67.3 58.3 Wf 131.5 124.3 98.9 
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1964 Taste oF FourtTEEN Important Ratios witH INTER- 
Manufacturers 
Current Net Net Net Net 
Nos sapere [Brea |, Dron uracil eae am 
Pipe of Business oe Las eee oun one net ble ot working net 
a ane debt sales worth capital worth 
i Times | Percent | Per cent | Per cent | Times 
Contractors, Upper Quartile} 2.14 Dod | Ute! BOIL |) ih Os 
Building 157 | MEDIAN 1.64 | 91:26 | ©6748 | 14273 |) 97083 
Construction Lower Quartile} 1.21 0.42 Aaale(, 5.26 AS 
Contractors, Upper Quartile 3.28 4.33 | 18.95 | 25.56 ZL Oe 
Electrical 101 | MEDIAN 1.99 2.20 9.99 | 15.80 5.31 
Lower Quartile ey) 0.78 5.30 6.59 3.52 
Mills 43 | MEDIAN 3.88 4.55 Ju MPy | alse alr’ 1.92 
Lower Quartile 2.69 2.65 6. te 9. iit 180) 
Dresses, Silk, Upper Quartile} 2.20 1-74) | QORGE 236" elie 
Rayon, and 132 | MEDIAN 1.65 0.76 | 11.03 | 12.15 | 10.98 
Acetate Lower Quartile ili 40 0 5 16 2 ; ay) 3 : 20 6 66 
Drugs 562 | MEDIAN 2.64 6.83 | 15.36 | 26.46 2.21 
Lower Quartile We 2.87 D208 8.41 1.80 
Electrical Parts Upper Quartile | 4.04 AO I PAD. Altay | Ash, Ais, 5.14 
and Supplies 65 | MEDIAN 2.64 3.78 | 10.96 | 14.95 2.94 
Foundries, Iron Upper Quartile} 3.36 OF O41) LOROSe | Sono a 7/0) 
and Steel 57 | MEDIAN 2.62 4.25 | 11.20 | 23.50 2.84 
Lower Quartile 1.95 D5 6.48 13.89 Deli 
Fruits and Upper Quartile} 3.35 4.64 | 13.138 | 35.21 4.79 
Vegetables, 56 | MEDIAN 1.88 2.68 8.11 | 13.56 3.19 
Canners Lower Quartile Io! 1.54 5, 22 OP 2.02 
‘poer Quartile | 4.40. bie sat pcoe et yresen memes 
Furniture 105 | MEDIAN 2.67 2.84 9.69 | 14.92 3.49 
Lower Quartile 1.81 1.58 SSO 7.48 2.43 
Hardware and Upper Quartile} 4.85 8.56 | 20.94 | 26.01 2.97 
Tools 109 | MEDIAN 3.44 4.47 | 10.06 | 16.94 2.25 
Lower Quartile | 2.68 Pi) Pd 5.09 7.18 1.65 
Upper Quartile} 4.39 | 3.68 | 11.271 16.06 | 4.51 
Hosiery 56 | MEDIAN 2.57 2.138 4.19 6.74 2.70 
Lower Quartile} 1.79 0.04 0.56 0.62 1.47 
Upper Quartile} 4.29 @.22)|| 22520 |) 5907 4.32 
Machine Shops 115 | MEDIAN 2.53 4.562 | 15.71 | 30.32 3.46 
Lower Quartile | 1.51 2.42 Spode lowed 2.38 


* Building construction contractors and electrical contractors have no inventories 
such as lumber, bricks, tile, cement, structural steel, and building equipment to com 
equipment and supplies to complete particular jobs on which they are working. Con 


being a special job for which 
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QUARTILE RANGE FoR 72 Lines or Business Activity (Continued) 
(Continued) 
Fixed Cc Total F 
Het ee a Collec- Net assets to Fees aeut re Pavone ry. Current ieee 
working es ; sales to tangible tangible tangible working ||. debt to net 
Ss |e eB ety eanear | erento, working 
Times Days Times Per cent | Per cent | Per cent | Per cent | Percent | Per cent 
17.20 % * 10.6 61.4 84.9 ce a 1326 
11.10 . * ORSAY 126.3 181.9 5g * 45.7 
7.00 a * 45.6 224.2 Bile s 100.6 
10.55 oe * 9.8 32a TS “2 gy 6.5 
7.28 = * 21.0 67.8 150.0 x cS 31.9 
4.78 - * 34.0 139.9 20347 * - 63.2 
4.73 29 8.4 Sono 22, 19.2 39.4 40.4 An 
3.48 47 5.4 41.2 18.9 33.8 67.0 60.7 20.3 
Dei 62 fle 56.9 19.6 58.8 81.6 100.0 39.4 
MB}, NGS 25 31.8 4.3 WPA 105.6 48.7 G3. Ze 20.5 
13.88 35 19.3 7.9 126.3 172.2 81.2 190.6 35.9 
8.33 46 OMG 15.4 202.0 230.8 Weal, 4 292.1 45.7 
Oso 36 9.1 20240 24.1 35.8 45.5 59.7 10.5 
3.92 44 6.3 38.0 34.3 43.5 68.8 99.5 31.1 
3.01 61 4.6 Sf 7h 42.3 64.6 119.5 150.1 74.9 
6.21 33 6.8 24.8 sy 2 43.8 61.9 58.8 ii 
4.03 42 5.7 35.1 39.4 78.2 83.2 79.3 26.9 
3.06 57 4.3 50.8 Game 140.9 105.1 109.5 60.1 
8.35 34 21.0 39.1 De BY 8 36.6 79.8 10.7 
5.82 42 9.8 58.4 28.0 52.3 67.9 105.7 37.6 
4.54 51 6.8 71.8 42.4 83.9 U8 238.3 59.8 
10.98 14 8.7 25.8 19.2 42.7 W229 48.5 24.3 
6.49 22 5.9 46.0 56.0 92.9 115.9 69.9 47.2 
4.43 Bi 8.0 64.3 88.3 128.4 212.4 107.7 83.8 
8.74 De 10.9 19.1 HDS 43.6 53.8 53.5 ES 77 
6.19 43 7.3 33. 41.5 75.9 74.0 79.2 29.4 
3.40 53 4.9 Don Gono) 153.0 111.8 140.7 xe 9) 
4.36 34 6.7 A 15.9 34.0 56.9 42.0 1B. 5 
3.13 42 4.3 33.9 24.8 64.8 70.6 56.6 29.5 
Qe52 57 3.6 50.0 39.2 109.1 89.4 89.3 57.6 
6.50 21 8.6 26.8 1243 49.5 63.20 41.9 6.8 
4.74 40 5.5 41.6 36.2 69.9 91.6 69.7 22.6 
2.36 52 ono) 62.8 68.0 NUL LIBS 98.7 One 
12.69 30 20.6 25 0 if 83 42.6 26.9 82.0 14.9 
6.37 40 10.6 44.8 33.8 77.6 61.1 130.5 46.6 
4.45 50 Wah 69.8 64.7 119.0 104.7 MEO 127.4 


in the credit sense of the term. Building construction contractors only carry materials 
plete particular jobs on which they are working. Electrical contractors carry electrical 
cerns operating in these lines generally have no customary selling terms, each contract 
individual terms are arranged. 
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1964 TasBLe or FourTEEN ImporTANT Ratios wiTH INTER- 


Manufacturers 
Current Net Net Net Net 
assets profits profits profits | sales to 
eee 1 \ to to to tangi-| to net tangible 
i i er of nter-quartile current net ble net | working net 
ganecct Eusinese Con- Range debt sales worth capital worth 


cerns 


Times | Per cent | Per cent | Per cent} Times 


Meats and Provi- Upper Quartile} 3.46 Aa Ue) |e otio74s). || AG: 
sions, Packers 107 | MEDIAN 2.28 | 1.09 | 9.81 | 19.14 | 8.40 
Lower Quartile} 1.65 0.53 Seon ml One 6.30 


Upper Quartile} 3.73 5.86 | 18.66 | 40.16 4.96 
Metal Stampings | 112 | MEDIAN 2.88 | 3.76 | 12.61 | 20.69 | 3.22 
Lower Quartile} 1.70 2.47 PPS \| WAL SG 2.22 


Outerwear, Upper Quartile} 2.33 3.32 | 22.41 | 36.45 | 11.31 
Knitted 56 | MEDIAN 1.70 | 2.18 | 15.12 | 18.93 | 6.83 
Lower Quartile} 1.41 0.93 7.68 | 10.92 | 5.07 

Overalls and Upper Quartile} 4.39 | 3.99 | 11.81 | 14.90] 5.92 
Work Clothing 64 | MEDIAN 2.74 | 1.97 | 9.42 | 10.68 | 4.05 


Lower Quartile} 1.92 0.76 3.69 4.16 2.97 


Paints, Varnishes, Upper Quartile} 5.138 562. elon La) 122.93 SZ 
and Lacquers 131 | MEDIAN 3.39 3.02 9.23 | 13.08 2.84 
Lower Quartile} 2 


AT I I elateh) |) G0 2.15 


Upper Quartile| 3.79 6.48 | 10.45 | 33.26 24, Nef 
Paper 54 | MEDIAN 3.09 | 4.35] 6.90 | 20.72 1.58 
Lower Quartile} 2.09 2.39 4.30 | 11.48 1.42 


Upper Quartile} 3. ; 3 
Paper Boxes 56 | MEDIAN 2.26 | 2.94] 8.94] 16.12 | 3.30 
Lower Quartile} 1 d ; 


Upper Quartile} 3.17 4.21 | 14.14 | 30.44 4.37 
Printers, Job 84 | MEDIAN 2.33 | 2.44] 8.17 | 19.06 | 3.02 
Lower Quartile} 1.47 1524) 45225) 9532 2,17 


Shirts, Underwear, Upper Quartile] 2.42 | 3.29 | 22.40 | 22.90 | 9.89 
and Pajamas, 57 | MEDIAN 1.75 | 1.69] 8.33 | 11.53 | 6.61 
Men’s Lower Quartile} 1.39 0.60 | 3.87 §.14 | 3.75 

Shoes, Men’s Upper Quartile} 3.34] 3.65 | 14.80] 18.25] 8.36 
Women’s, and 115 | MEDIAN 2.12 2.10 | 8.85 | 11.64] 4.61 
Children’s Lower Quartile} 1.53 | 0.97 | 4.01 6.04 | 2.47 

Soft Drinks, Upper Quartile} 2.65 | 7.33 | 22.54 | 92.33 | 4.33 
Bottlers 73 | MEDIAN 1.63 | 6.45 | 14.36 | 62 19} 3.13 

Lower Quartile} 1.15 | 3.48 | 9.26 | 24.29 | 2.24 

Structural Iron Upper Quartile} 3.87 | 4.78 | 14.05 | 24.69 | 3.73 
and Steel, 115 |; MEDIAN 2.20 | 2.64] 8.42 | 138.54 | 3.06 
Febricators Lower Quartile} 1.51 OFS 4aP 25 LO a Oellien oa OF 


** Job printers have no inventories in the credit sense of the term. They only carry 
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QUARTILE RANGE FoR 72 Linus oF Business Activity (Continued) 
(Continued) 


Net sal Fixed Current Total Funded 

re cows Collec- Net assets to debt to debt to ny entory | Current debts to 
working tion ; sales to tangible tangible tangible wy pee debt to net 

capital period | inventory net net net WO: Dae inventory | working 

worth worth worth NONE capital 

Times Days Times Per cent | Percent | Percent | Percent | Per cent | Per cent 

29.65 9 44.7 39.2 19.3 44.0 42.2 69.8 25.6 


20.12 11 27.6 55.2 32.3 76.2 64.5 | 106.0 60.7 
12.30 15 19.4 75.2 55.0 99.6 107.2 174.3 105.5 


10.12 25 31.9 11959 41.4 42.8 70.5 197 


13.8 9 
6.73 34 8.7 48.4 37.5 65.7 68.3 | 111.8 37.0 
3.79 51 6.8 69.0 62.4 107.4 99.8 178.0 76.1 
15.29 24 18.5 5.0 57.0 92.7 62.5 88.4 28.6 
9.69 45 9.6 15.0 96.5 128.3 105.7 119.0 45.5 
6.15 58 6.7 44.2 197.6 253.4 182.3 | 202.0 123.6 
6.69 28 7.6 6.2 26.5 63.9 62.9 46.0 12.8 
4.66 38 4.5 15.0 48.1 95.9 87.9 65.1 27.8 
3.53 65 Bs U 28.9 83.5 154.1 131.5 95.3 44.4 
6.82 32 10.2 19.8 16.0 26.3 48.3 39.0 6.5 
5.03 40 7.3 30.9 24.6 43.6 63.0 65.9 21.7 
3.28 51 4.6 45.8 40.5 88.6 80.6 110.3 41.8 
7.12 26 8.9 50.2 14.4 29.4 48.3 58.6 52.1 
4.89 31 7.6 74.5 17.9 45.1 76.9 75.4 85.9 
3.59 38 6.4 98.1 24.4 77.0 101.3 98.3 | 206.4 
11.86 27 13.6 38.0 18.8 44.8 43.5 57.6 40.3 
7.67 31 9.1 55.2 37.1 76.4 86.8 | 103.1 71.4 
4.34 36 Tall 84.2 81.6 123.2 112.4 | 149.6 93.4 
12.08 32 a 41.8 19.2 54.6 a a! 27.6 
6.75 41 ee 59.6 37.2 76.7 ae a 69.9 
4.52 52 bh 84.5 64.7 110.5 a a 126.3 
14.93 31 9.4 7.0 61.3 100.3 83.1 71.5 19.5 
7.97 39 5.7 9.8 122.6 | 169.4 | 131.2 97.2 35.4 
4.97 53 3.8 26.4 185.5 271.0 196.6 142.0 58.6 
10.37 35 9.0 11.2 34.9 62.6 64.7 55.7 11.3 
6.44 49 6.1 18.9 72.4 94.8 89.4 87.5 22.1 
2.94 63 4.4 34.0 130.0 Ug), 160.0 164.8 38.2 


14.75 13 29.1 62.2 18.4 38.5 37.6 94.2 24.9 
10.35 20 17.4 82.3 34.5 70.3 55.2 | 206.2 81.6 
5.31 ol 10.6 110.6 62.0 137.8 105.2 | 460.3 171.5 


9.02 35 $).9) 22.7 21.2 44.0 49.2 54.5 13.9 
5.11 52 6.3 36.4 47.9 85.5 73.8 | 113.6 28.8 
3.29 al 4.7 48.0 | 92.5 153.2 123.6 162.6 85.7 


current supplies such as paper, ink, binding materials, and lead for type-casting. 
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1964 TasBuE or FourTEEN ImporTANT Ratios witH INTER- 


Num- 
Line of Business ber of 
Con- 
cerns 
Air Condtg and 
Refrigerating 46 
Equipment 


Apparel and 


Accessories 101 
Automobile Parts 

and Accessories | 214 
Cigars, Cigarettes, 

and Tobacco 88 
Confectionery 28 
Dairy Products 57 
Drugs and Drug 

Sundries 107 
Dry Goods 131 
Electrical Parts 

and Supplies 154 
Electronic Parts 

and Equipment 54 
Farm Machinery 

and Equipment 52 
Fruits and 

Produce, Fresh 60 


Table of 
Current Net Net Net Net 
assets profits profits profits sales to 
to to to tangi- | to net tangible 
Inter-quartile current, net ble net | working net 

Range debt sales worth capital worth 
Times | Per cent | Per cent | Per cent} Times 

Upper Quartile} 4.03 3.88 | 14.45 | 17.69 9.13 
MEDIAN 2.15 1.94 9.90 | 10.81 5.09 
Lower Quartile| 1.64 | 1.03 | 5.41 7.50 | 3.39 
Upper Quartile} 3.03 (ESS MORO Sela 8.22 
MEDIAN PAA? 1.05 6.82 7.82 4.95 
Lower Quartile| 1.74 | 0.62 | 2.47] 3.54] 3.29 
Upper Quartile} 4.04 Davey Wi Wik al |) geht 5.49 
MEDIAN 2.58 yal 6.11 8.02 3.81 
Lower Quartile 1.89 Ona 2.85 3.74 Dele 
Upper Quartile} 2.73 0.68 | 10.66 | 15.36 | 25.10 
MEDIAN 2.05 0.42 6.77 9.39 | 15.02 
Lower Quartile| 1.54 | 0.17 | 4.10 | 5.82 | 11.32 
Upper Quartile} 5.95 | 1.33 | 13.69 | 16.08 | 15.10 
MEDIAN 3.07 0.61 4.26 5.46 8.04 
Lower Quartile 1.94 0.14 1.85 2.66 5.45 
Upper Quartile} 2.12 64, | 12756) 378635 ORs 
MEDIAN 1.60 1.34 7.70 | 19.70 6.47 
Lower Quartile ales 0.45 SOOn | eel 4.30 
Upper Quartile} 3.51 1.95 | 11.60 | 13.89 | 10.27 
MEDIAN 2.54 1.08 6.99 7.94 5.87 
Lower Quartile | 1.81 0.54 3.34 4.12 4.07 
Upper Quartile} 2.99 165) | 14°24 | 15918) ) 10.42 
MEDIAN 1.88 0.91 6.56 6.91 6.23 
Lower Quartile} 1.48 0.25 Ne) 1.89 3.79 
Upper Quartile} 3.06 Mathes || de3, UN ae og} 7.78 
MEDIAN 2.08 1.42 Yt!) 8.86 5.53 
Lower Quartile 1.67 0.638 3.83 4.52 3.93 
Upper Quartile| 4.35 Soke Wie 2e| Lees. 6.69 
MEDIAN 2EOL hee gs 7.97 8.45 4.44 
Lower Quartile | 1.73 0.77 4.56 4.74 2.85 
Upper Quartile} 4.12 | 4.59 | 18.51 | 21.59 6.43 
MEDIAN 2.79 1.93 9.45 | 10.18 3.78 
Lower Quartile} 1.91 0.95 | 4.48 | 4.54] 2.41 
Upper Quartile} 3.80 1.79 | 17.98 | 39.44 | 14.54 
MEDIAN 2.42 0.83 | 11.60 | 18.44 | 11.07 
Lower Quartile} 1.57 0.33 4.45 7.68 7.19 


a 


APPENDIX 653 
QUARTILE RANGE FoR 72 Lines or Business Activity (Continued) 
Wholesalers 
Fixed C ay 
Net a Collec- Net Seer to SebE ts debe ve Inventory Current Aoteae 
working ven : nore taneivie tangible tangible wore |. debt to net 
ORE os IES a Oy pec ee ae 
Times Days Times Per cent | Percent | Percent | Per cent | Percent | Per cent 
yeray | 29 PAA) Dabs 22.9 56.4 47.2 59.2 8.7 
5.69 43 7.3 10.8 WPA 85.0 76.8 93.4 Line 
4°12 55 4.6 31.4 109.4 171.9 126.8 165.8 37.9 
9.67 31 13.3 18) 44.4 56.6 OO 66.1 6.2 
5.98 44 ok 5.2 69.4 77.9 70.7 109.6 18.5 
335 BS} 76 4.7 10.8 112.6 147.2 109.5 176.0 41.9 
7.09 29 6.4 6.6 26.4 58.1 76.8 42.5 10.4 
4,83 35 5.0 14.4 61.9 86.4 97.6 64.7 20.0 
3.41 43 3.8 Di. 2 89.1 ley ACS) 129.8 94.9 45.8 
Dilie le 11 28.4 4.6 45.2 89.3 64.7 74.9 1326 
19.15 15 22.9 10.2 83.9 142.6 88.7 112.6 27.2 
13.82 20 15.6 22.8 152.6 240.7 PAG) 163.9 42.0 
21.79 11 20.1 6.0 15.9 Zon 63.6 343)..35 oe 
10R22 20 12.9 lyfe! 38.9 68.2 87.6 61.9 9.7 
7.19 30 8.8 33.9 83.7 201.4 111.4 W285, 2 30.6 
27.60 19 Gyaalt 29.4 34.0 60.7 23.1 169.8 10.8 
tien i: 27 Sea 62.6 63.4 84.5 64.2 283.6 61.9 
10.74 BY4 Dap red 84.0 88.7 252.2 118.2 492.2 137.0 
12.04 19 8.4 Onl 36.0 46.8 UPA 5001 8.0 
6.29 35 6.4 14.1 55.9 81.8 93.4 73.3 19.2 
4.54 44 5.4 27.9 108.4 178.8 128.4 102.6 46.5 
10.53 23 10.0 1.6 BY) 88.5 63.4 68.5 C8 
6.47 43 6.6 4.6 108.4 139.9 89.0 100.4 24.8 
4.29 58 5.0 9.8 180.0 203.9 160.7 162.8 39.0 
9.75 36 9.7 4.8 40.1 85.7 66.9 66.0 10.8 
6.58 46 (874 11.8 76.8 Aly, 85.1 100.2 23.7 
4.39 57 4.9 PASS I WAY 72 206.4 119.6 137.6 41.1 
MOD 33 6.2 4.3 23, 1 82.3 Thsve 1 42.0 9.0 
4.89 40 4.5 9.5 63.1 115.7 95.5 66.4 40.9 
Selo 44 3.8 17.9 118.8 181.1 135.8 105.7 61.3 
7.06 24 9.7 4.4 18.5 64.9 43.6 53.2 faye i 
4.55 47 6.0 10.5 42.7 104.7 74.4 88.7 19.0 
3.61 63 520 26.5 84.1 122.4 1S 136.0 40.7 
29.64 11 91.5 155, Z3n0 68.2 25.2 66.4 23.8 
18.01 16 40.7 34.4. 47.3 93.7 68.8 165.7 43.4 
WA eal 27 16.2 52.8 DATES 5) 114.9 89.9 32172 108.7 
[ie a eg ee SS ee ee ee 
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1964 TaBLe or FourTEEN ImMporTANT Ratios witH INTER- 


Wholesalers 
Current Net Net Net Net 
assets profits profits profits sales to 
Num- , to to to tangi-| to net tangible 
Ting of Busine has ots) Tataauarte I cuzent Dee eee at eee 
cerns = 
Times | Per cent | Per cent | Per cent} Times 
Furniture and Upper Quartile} 3.91 BGAN) |) Mesh RY | 7 eke 6.98 
Home Fur- 65 | MEDIAN 2.23 2.02 8.58 9.69 4.85 
nishings Lower Quartile} 1.72 0.89 4.25 4.49 3.08 
Upper Quartile| 3.63 1 125 12569 M4 SSI or SO 
Groceries 206 | MEDIAN 2.18 0.64 6.42 8.78 | 10.76 
Lower Quartile} 1.58 0.31 Sei 3.82 7.02 
Upper Quartile| 4.67 2.67 9.17 | 12.87 5.65 
Hardware 212 | MEDIAN 2.86 1.35 4.92 6.19 3.55 
Lower Quartile} 1.98 0.57 2.81 3.21 2.53 
Household Upper Quartile} 2.96 2.40 | 10.98 | 14.35 halt 
Appliances, 109 | MEDIAN 2.19 1.33 7.60 9.17 4.95 
Electrical Lower Quartile} 1.63 0.62 3.61 3.87 3.79 
Lumber and Upper Quartile} 4.00 Sel Welle oom eli aOG 6.71 
Building 164 | MEDIAN 2.48 1.69 7.26 | 9.28 4.09 
Materials Lower Quartile} 1.63 0.63 B00) 4.00 2.89 
Meat and Meat Upper Quartile| 3.74 1573" |) L6N6S8s | 7302055 
Products 61 | MEDIAN 2.39 1.18 | 11.25 | 16.89 | 10.21 
Lower Quartile} 1.57 0.68 (LZ MOTOS 6.71 
Paints, Varnishes, Upper Quartile} 9.12 O70) 2245 lieOs 4.98 
and Lacquers 50 | MEDIAN 3.83 2.23 6.98 8.28 3.30 
Lower Quartile | 2.27 0.66 1h Wd 2.60 2.42 
Upper Quartile} 3.54 Pye Aley || DONS |} Us} 1@) 7.52 
Paper 155 | MEDIAN 2.31 1s 6.71 8.56 5.48 
Lower Quartile} 1.75 0.32 2.73 2.97 84 
Petroleum Upper Quartile] 3.50 | 3.63 | 14.13 | 37.76 5.97 
Products 72 | MEDIAN 2.13 2.06 | 8.31 | 17.38 | 4.16 
Lower Quartile} 1.55 0.86 5.33 8.37 2.69 
Plumbing and Upper Quartile} 4.438 PROF |) AW WO | 13 9783 5.62 
Heating 189 | MEDIAN 2.85 1.60 6.90 ey 4.02 
Supplies Lower Quartile} 1.97 0.66 3.28 3.36 2.80 
Shoes, Men’s Upper Quartile} 3.32 1.91 9.43 9.93 6.44 
Women’s, and 55 | MEDIAN 2.06 1.02 4.32 4.74 4.87 
Children’s Lower Quartile} 1.81 0.12 Oval 0.84 3.54 
Upper Quartile} 3.80 2.41 | 15.25 | 23.36 9.66 
Wines and Liquors} 83 | MEDIAN 2.27 1.18 8.381 | 11.23 6.81 
Lower Quartile} 1.53 0.50 4.04 5.84 4.54 
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QUARTILE RANGE For 72 LinsEs or Business Activity (Continued) 
(Continued) 
Fixed C Total 
NOS nate s Collec- Net assets to Hes debt to Te veneery Current use 
working pon _ Sales to tangible tangible tangible Sn deeary Mle debt to net 
Bee ee (eaneeh (hee tety | ORI | Seunat, | avery | working 
Times Days Times Per cent | Percent | Percent | Per cent | Per cent | Per cent 
8.55 33 10.1 5.2 29.6 65.8 51.2 52.0 14,2 
5.15 46 6.5 9.5 68.1 116.1 78.7 96.7 26.0 
3.45 66 4.4 21.4 TSM. 7 194.2 118.9 144.6 45.6 
23.62 9 16.5 8.5 34.4 74.9 79.0 44.5 14.5 
13.03 14 11.3 25.3 67.6 134.5 113.3 74.5 32.4 
8.24 21 8.4 51.9 133.6 206.7 162.4 105.0 75.5 
7.07 33 6.6 6.0 23.2 46.3 69.1 37.6 Oot 
4.42 46 4.9 14.3 46.1 67.8 87.5 69.8 eo 
3.01 57 3.4 26.0 78.0 127.6 118.0 99.7 37.2 
8.98 35 9.8 B47 41.4 UO-E 60.5 69.7 8.9 
5.45 45 6.6 7.6 71.3 124.1 94.2 95.9 22.7 
4.15 56 4.7 16.6 143.7 186.7 13136 145.0 45.2 
9.16 34 9.8 Said 22.6 48.7 54.7 46.8 NOR 
5.46 47 6.9 19.2 50.2 108.1 82.3 88.3 22.7 
3.86 64 4.8 36.3 110.5 147.7 120.5 154.6 41.1 
30.03 12 64.1 10.4 24.3 73.0 23.0 103.7 18.4 
19.57 18 39.1 18.6 48.7 110.1 38.1 174.3 32.3 
10.69 Dui 22S 45.9 96.0 181.8 79.6 271.1 83.4 
7.45 28 7.0 6.2 10.5 31.9 53.6 30.2 7.8 
4.06 41 6.5 11.4 23.9 79.4 71.4 64.5 20.8 
3.13 54 4.3 24.7 63.2 99.3 98.0 85.1 40.4 
9.61 30 10.6 5.1 Soul 74.5 59.0 64.1 14.0 
6.68 37 7.3 11.8 62.2 108.3 71.2 87.9 29.5 
4.92 44 233 25.2 101.5 190, 2 113.0 135.7 45.9 
13.99 22 28.1 30.9 17.3 39.1 39.7 88.6 31.4 
8.56 32 17.6 61.6 36.9 75.7 64.9 164.9 63.4 
6.09 52 11.4 89.7 68.3 142.0 83.4 281.4 96.4 
6.41 35 7.6 5.8 23.4 49.4 62.0 47.8 9.2 
4.61 46 5.7 12.2 45.9 93.3 81.5 67.5 22.8 
3.30 59 4.1 25.3 84.8 162.9 104.2 105.6 49.1 
7.50 46 8.9 AO 33.4 38.6 51.5 65.4 Gre 
6.28 65 5.9 3.7 74.6 70.8 73.2 107.7 9.0 
4.23 86 4.5 8.2 109.9 104.3 121.9 160.9 18.3 
15.91 12 22.4 6.5 DAL, P2 74.2 51.2 63.9 4.6 
10.27 24 12.4 19.0 69.8 140.8 89.6 102.0 20.5 
6.81 43 6.5 34.7 NG Urges 262.1 140.2 138.5 58.4 
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1964 Taste or FourTEEN Important Ratios witH INTER- 
Table of 
SS Current | acNeb ia|eneNetuss leat Nctmme an Nem 
ay Pea ore cama cree ere wre 
Line of Business bere f ag Peay Ravront net ble net | working net 
cerns debt sales worth capital worth 
Times | Per cent | Per cent | Per cent | Times 
Automobile Upper Quartile| 2.96 S04 \HOW44s | S25 R42 Sag) 
Dealers 114 | MEDIAN 2.02 1.39 | 10.58 | 15.98 | 8.20 
Lower Quartile} 1.59 0.81 5.62 8.79 5.36 
Clothing, Men’s Upper Quartile| 4.78 AWM | TREY lee Sees 4.10 
and Boys’ 152 | MEDIAN 2.78 | 2.46) 7.28) 8.01 2.91 
Lower Quartile | 1.97 ibgatil Ws |) Betetil 2.08 
Clothing, Men’s Upper Quartile} 6.51 SASla low UM llORroO O42 
and Women 73 | MEDIAN 3.15 2.33 7.99 8.31 3.09 
Lower Quartile} 1.91 MOD PAS || ater! 2Qe2il 
Department Upper Quartile} 4.53 2.87 | 10.54 | 13.63 5.08 
Stores 196 | MEDIAN 3.13 1.80 5.27 6.85 | 3.567 
Lower Quartile} 2.11 0.88 3.41 3.66 2.48 
Discount Stores Upper Quartile} 2.38 2.86 | 22.01 | 29.78 | 11.25 
186 | MEDIAN 1379 1.68 | 13.00 | 17.61 (lot 
Lower Quartile} 1.41 0.95 | 5.49 5.91 4.77 
Furnishing, Upper Quartile| 3.53 Prepay \t L240) |) es Xe 5.16 
Men’s 42 | MEDIAN 2.26 1.389 | 4.15 | 4.88 | 3.82 
Lower Quartile} 1.68 0.22 IS OR eeZe03, 2.73 
Upper Quartile| 5.22 4.40 | 10.39 | 10.50 4.40 
Furniture 170 | MEDIAN 2.82 1.91 5.32 6.24 2.57 
Lower Quartile] 1.76 0.74 1.89 2.14 1.71 
Groceries and Upper Quartile| 2.56 1.78 | 16221 | 38:30 | 12.52 
Meats 164 | MEDIAN 1.91 1.10 | 10.56 | 20.62 8.83 
Lower Quartile} 1.31 0.56 4.49 8.34 6.28 
Upper Quartile} 7.98 3.49 7.81 9.87 2.96 
Hardware 98 | MEDIAN 3.58 1.99 | 4.21 5.90 | 2.27 
Lower Quartile} 2.30 | 0.36 0.94 122 1.56 
Lumber and Upper Quartile| 7.80 3.27 8.82 | 11.09 3.56 
Building 142 | MEDIAN 3.65 1.70 | 4.66 5.88 | 2.36 
Materials Lower Quartile} 2.26 | 0.48 its ales} 1.53 1.70 
Shoes, Men’s, Upper Quartile} 5.53 4.15 | 15.34 | 16.67 4.89 
Women’s, and 113 | MEDIAN 2.85 | 2.67 | 9.12 | 10.69 | 3.27 
Children’s Lower Quartile} 2.10] 0.81 3.25 | 3.97 2.45 
Women’s Upper Quartile; 3.57 3.80 | 12.90 | 17.46 5.76 
Specialty Shops} 205 | MEDIAN 2.41 2.34 | 7.22] 9.00] 3.83 
Lower Quartile} 1.74 | 0.91 3.35 | 4.88 | 2.54 


** No computed; necessary information as to the division between cash sales and 
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QUARTILE RANGE For 72 Linss or Business Activity (Continued) 
Retailers 


ixed urrent Tota’ 


| Het alee Collec- Net assets to debt to debt to ip ventory Current debts ‘to 
working Bons sales to tangible tangible tangible working |. debt to net 

es cee elas. | en | erat Somer eae 
Times Days Times Per cent | Percent | Percent | Per cent Per cent | Per cent 
19.18 ae 14.6 10.0 36.5 66.6 77.4 62.0 11.0 
13.26 boi 10.7 20.1 59.5 117.3 123.2 79.9 31.4 
ee ee 7.9 See Ta 163.5 sks}, 77 96.7 63.6 
4.73 “at 5.4 4.7 23.2 74.3 67.0 36.7 Wie 2 
3.40. ae 3.7 11.8 45.9 111.7 95.8 60.7 31.6 
2.41 pee 2.8 22a 85.9 144.8 127.9 86.7 40.9 
5.73 en 6.3 4.9 15.4 71.0 61.3 28.5 20.0 
3.63 sh 4.1 11.4 40.3 97.9 91.3 61.4 39.0 
2.52 ut? a) 26.2 82.8 174.0 WAT 109.8 63.5 
6.86 i Loo} 8.9 20.8 45.4 60.0 40.1 14.6 
4.35 mae 5.4 22.5 34.9 71.6 79.0 62.5 34.6 
2.98 5% Save 42.9 Gono 148.2 106.0 91.8 56.6 
14.66 a Sal Nolet 58.7 96.3 110.4 57.9 15.6 
9.46 os 5.9 23.2 94.3 146.7 153.5 78.6 37.8 
5.29 xt 4.1 41.7 176.8 235.6 PPA. Of 107.3 66.7 
5.76 ae 5.6 4.8 34.9 83.4 83.8 46.4 22.8 
4.30 ne, 3.4 14.9 57.5 119.2 113.2 64.0 37.4 
Se20) = Df 34.6 147.4 269.6 184.3 112.6 92.8 
5.138 52 6.5 4.6 23.8 56.8 34.9 56.1 9.0 
2.69 115 4.8 11.0 48.6 99.8 59.1 86.9 19.4 
1h, 75) 204 3.6 26.9 Hate A 208.2 113.7 169.2 34.1 
S27, bah 25.4 30nd 30.9 49.5 81.3 68.3 20.6 
18.40 ve 16.6 56.6 48.9 83.6 109.1 Hf odt 65.4 
11.68 Sot 12.6 86.1 76.6 131.8 161.0 140.2 118.2 
4.19 ae 4.9 6.8 Hake i 41.2 65.6 22.0 17.9 
2.85 aid 3.9 nr fete 29.0 62.9 81.4 45.5 44.2 
222 oe PK) Giejedl 53.3 135.0 105.6 87.8 79.5 
4.83 41 6.5 8.9 TO 32.0 46.6 27.0 7.6 
3.03 59 4.9 16.7 29.1 66.2 64.5 59.1 26.7 
2.05 86 Sad 35.6 61.7 114.2 89.2 103.4 47.2 
5.38 ae 4.8 4.3 19.3 53.9 89.3 22.4 12.4 
3.90 zs 3.5 11.2 45.3 99.4 115.5 46.4 30.2 
2.76 igh 256 iss AO) 75.9 130.0 150.0 62.1 46.4 
1238 nie 8.8 6.3 2971 64.1 50.4 60.7 ile tl 
4.569 sos 6.1 18.1 58.0 110.1 82.0 86.8 31.4 
3.04 tl 4.8 Some 94.7 165.9 119.1 129.4 OO 


credit sales available in too few cases to obtain an average collection period usable as 
guide. 


Index 


A 


A, B, AND C Stock, analysis of, 113, 116- 

117 

ABC Company, balance sheet of, 150 

ACCEPTANCES, TRADE: 

Bank credit and, 8 

For merchandise, machinery, or equip- 
ment, 96, 100-101 

And sale of merchandise, 80-82 

In small business, 155 

ACCESSORY SHOPS (see Women’s Specialty 

Shops) 

ACCOMMODATION PAPER, 7-8 


ACCOUNTANCY: 


Early days of, 21-23, 189-190 

Evolution in theory and practice of, 
601-639 

Future of, 639-640 

Legal recognition of, 22 

As a science, 622 

Sources of influence on, 617-627 

Studies on, 627-639 

Uniform standards in, 619 


ACCOUNTANTS: 


Certification of, 617 

Certified public (see American Institute 
of Certified Public Accountants; 
Certified Public Accountants) 

Differing methods of, 615 

Earliest firms of, 21 

European, problems of, 607 

Independent, 615, 616n., 630 

Inventory valuation by, 335-336 

Minimum requirements for, in verifica- 


tion of financial statements, 620-621 


Responsibility of, 615n. 

As trustees of business information, 
618 

AccounTING (See also Accountancy): 

Cost basis of, 613n. 

Criticism of methods in, 610 

Definition of, 604 

Depreciation, 613n. 

French, 611n. 
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AccouNTING (continued): 
As language of finance, 30 
Origin of, 65-66 
Problems in, price levels and, 604-606 
Stabilized, 607-608 
Index numbers and, 608-609, 612 
Suggested modifications in, 607-611 
ACCOUNTING CONVENTIONS, 302, 587, 
612-614 
ACCOUNTING FIRMS: 

Asset classification used by, 189-190 
First American, 189-190, 617-618 
ACCOUNTING PRACTICE AND PRINCIPLES: 
Authorized studies on, 627-639 

Changes in, 521, 529 

Evolution in, 617-641 

Standards for, 615n., 6167. 

Uniformity in, 617-627 

Federal Reserve Board statement of, 
621 

ACCOUNTING PROFITS, 497n., 5127. 
ACCOUNTING THEORIES: 

Entity, 634-635 

Fund, 634-636 

Proprietary, 634 
Accounts, annual closing of, 214-217 
ACCOUNTS PAYABLE, 96, 101 

Inventory and, 169 

Net, 162 

As source of funds, 473 
ACCOUNTS RECEIVABLD: 

Aging of, 358 

Analysis of, 359 

Assigned, 106n. 

Charge-off and, 4 

As current assets, 179-180 

Heavy, 4 

Income flow and, 156 

Miscellaneous, 35-37 

Decrease in, 36 
From officers and directors, 37, 58, 88- 
89, 101 

Past-due, 4 

Pledged as collateral, 78, 79n. 

Qualitative condition of, 358 


INDEX 


ACCOUNTS RECEIVABLE (continued): 
For sale of merchandise, 72, 78-80 
And size of business, 170 
In small business, 155 
AccruALs, 96, 106 
ACETATE, RAYON, AND SILK DRESSES (see 
Dress Manufacturers) 
Avams, FReEp S., 223 
ADJUSTMENTS, income statement, 533— 
535 
ADMINISTRATIVE AND GENERAL EX- 
PENSES, 501, 506 
ADVANCE PAYMENTS, 96, 107 
Authorization of, 107n. 
From Federal government, 107 
ADVANCES: 
To affiliates and subsidiaries, 88, 91-93 
On merchandise, 72, 84 
ADVERTISING, 335 
ADVERTISING AGENCIES, fiscal closing 
date, 215 
AFFILIATES: 
Accounts receivable from, 78-79 
Advances to, 88, 91-93 
Amounts due from, 81, 425-426 
Definition of, 92n. 
Investments in, 91-93 
Relationship of, 59 
AGING OF INVENTORIES, 311-313 
AGRICULTURAL IMPLEMENT AND MACHIN- 
ERY MANUFACTURERS: 
Average collection period, 384 
Current assets to current liabilities, 202 
Current liabilities to tangible net 
worth, 227 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 295 
Funded debt to net working capital, 
273 
Inventory to net working capital, 353 
Net profit to net sales, 574 
Net profit to tangible net worth, 566 
Net sales to inventory, 329 
Net sales to net working capital, 435— 
436 
Net sales to tangible net worth, 413 
Total liabilities to tangible net worth, 
251 
AIR TRANSPORTATION, fiscal closing date, 
215 
AIRCRAFT MANUFACTURERS, fiscal closing 
date, 215 
AIRPLANE PARTS AND ACCESSORIES MANU- 
FACTURERS: 
Average collection period, 384, 647 
Comparative balance sheets, 355-356 
Current assets to current liabilities, 
202, 646 
Current debt to inventory, 647 
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AIRPLANE PARTS AND ACCESSORIES MANU- 
FACTURERS (continued): 
Current liabilities to tangible net 
worth, 227, 647 
Fixed assets to tangible net worth, 295, 
647 
Funded debt to net working capital, 
273, 647 
Interquartile range of ratios, 646-647 
Inventory to net working capital, 352- 
353, 647 
Net profit to net sales, 574, 646 
Net profit to net working capital, 646 
Net profit to tangible net worth, 566, 
646 
Net sales to inventory, 329, 647 
Net sales to net working capital, 436, 
647 
Net sales to tangible net worth, 413, 
647 
Total liabilities to tangible net worth, 
251, 647 
AIRPLANE Parts MANUFACTURING Co., 
Inc., comparative balance sheets, 
355-356 
Arrports, fiscal closing date, 215 
AKTIEBOLAGET VOLVO, report to stock- 
holders by, 605n. 
ALABAMA, assigned-receivables statute of, 
106n. 
ALLEGHANY CoRPORATION, false financial 
statement of, 615n. 
ALLIED CHEMICAL AND DyE CorPoRA- 
TION, dividends on treasury stock, 
620 
ALLIED CRUDE VEGETABLE OIL REFINING 
CORPORATION, 336 
Losses of stockholders of, 54 
ALLiIs-CHALMERS MANUFACTURING 
Company, balance sheets of, 181, 
188 
Illustrated, 186-187 
ALPHABET sTOcK, 113, 116 
AMERICAN ACCEPTANCE CouNCIL, 81 
AmErRIcAN AccCOUNTING ASSOCIATION: 
Accounting Principles Underlying Cor- 
porate Financial Statements, 591n., 
624 
Executive Committee, 589-590 
Opinions on income statements, 590— 
593 
Statement of accounting principles, 
624-626 
Income statement policy, 513 
Practical Financial Statement Analysis, 
624n., 627n. 
Research program of, 626 
And uniform accounting principles, 
618-619, 624-626, 628, 640 
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AMERICAN ASSOCIATION OF UNIVERSITY 
INsTRUCTORS IN ACCOUNTING, 623 
AMERICAN BANKERS’ ASSOCIATION: 

Standard Form of, 17 

Statement blanks recommended by, 
15-16 

AMERICAN BOOKSELLERS ASSOCIATION, 
Inc., 527n. 
AMERICAN CaN COMPANY, inventory 
valuation by, 310 
AMERICAN CAR AND FounDRY CoMPANY: 
Balance sheets of, 181 
Illustrated, 184-185 
Oscar B. Clintus v., 60n. 
AMERICAN COLONIES: 

Business records in, 5-6, 10, 68-69, 233 

Collection correspondence of, 232-234 

Corporation charters granted by, 7 

Credit information practices in, 5 

Currency inflation in, 12-13 

Foreign trade in, 5, 233, 564 

Letters of reference and recommenda- 
tion in, 5-6 

Long-term liabilities in, 232-234 

Record books of, 5-6 

AmeERIcAN Dock & ImpRovEMENT Com- 
PANY, bonds listed by, 237 

AMERICAN INSTITUTE OF CERTIFIED PuB- 
Lic ACCOUNTANTS: 

Accounting Research Bulletins, 77n., 
96n., 127n., 134n., 281n., 303n.- 
304n., 313n., 504n., 514n., 522n., 
589n., 593n., 6138n., 623-624, 637- 


639 

Accounting Research Division of, 607, 
611 

Accounting Terminology Bulletin, 116n., 
583n. 


Accounting Trends and Techniques, 
1lin., 117n., 134n., 304n., 308n., 
583n., 624 

Audits of Corporate Accounts, 27 

Challenges to the Accounting Profession, 
213n. 

Committee on Accounting Procedure, 
127, 313, 514, 521n., 589n., 591, 
613n., 622-623, 638-640 

Committee on Auditing Procedure, 623 

Committee on Natural Business Year, 
211, 213, 217 


Committee on Terminology, 116n.,583n. 


Contemporary Accounting, a Refresher 
Course for Public Accountants, 78n. 

Examination of Financial Statements by 
Independent Public Accountants, 
602n., 623 

Extension of Auditing Procedure, 623 

Fiftieth Anniversary Celebration Vol- 
ume, 519n., 622n. 
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AMERICAN INSTITUTE OF CERTIFIED PuB- 


tic ACCOUNTANTS (continued): 
Income Movement in a Dynamic Econ- 
omy, 604n. 
Income statement policy of, 513 
Letter to New York Stock Exchange, 
445-446 
“Practice Problems of Accountants in 
Connection with Registration 
Statements,”’ 588n. 
Reporting the Financial Effects of Price- 
Level Changes, 607, 611 
Questionnaire on accounting methods, 
610-611 
Special Committee on Cooperation 
with Stock Exchanges, 446n. 
Statement of Accounting Principles, 
90n., 511n., 622, 630 
Studies of, 19-20 
Surveys on price levels and accounting, 
607 
And uniform accounting principles, 
618-619, 621-624, 628 
AMERICAN MACHINE CORPORATION AND 
SupsipIARY COMPANIES, consoli- 
dated balance sheet of, 141 
Illustrated, 140 
AMERICAN PETROLEUM INsTITUTE, 306n. 
AMERICAN SMELTING & REFINING Com- 
PANY: 
Financial statements of, 620 
Inventory valuation by, 310 
AMERICAN ToBAacco COMPANY: 
Balance sheets of, 184 
Inventory method of, 3077. 
Ames MANUFACTURING COMPANY, com- 
parative summary of balance sheets 
of, 491 
AMORTIZATION, Manipulation of, 517, 
520-522 
ANALYSIS: 
Absence of, 40-41 
Background of, 3-150 
Based on natural business year, 214 
By commercial banker, 35-38, 45-46 
Comparative balance sheet (See also 
Balance Sheet), 445-472 
Comparative income statement, 529- 
533 
Condensed: 
Boiler manufacturer, 246-250 
Book Cloth Manufacturing Corpora- 
tion, 409-411 
Candy manufacturer and retailer, 
460-467 
Chain Drug Stores, Inc., 347-348 
Chemicals manufacturer, 324-325 
Clothing manufacturer, 320-322 
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ANALYSIS (continued): ANALYSIS (continued): 
Condensed (continued): Condensed (continued): 
Clothing retailer, 316-317 Wholesale Fuel & Oil Corporation, 
Commercial Printing Corporation, 286-287 
195-196 Wholesale Liquor Distributors, Inc., 
Commercial Truck Corporation, 421-423 
401-405 Wholesale Toy Corporation, 379- 
Cotton cloth converters, 343-345, 380 


409-411 

Department stores, 241-242, 290 

Drugstore, 347-348 

Dye Works Company, Inc., 266-268 

Blectrical Specialty Corporation, 
245-246 

Electrical Supply Wholesale Corp., 
375-376 

Fruit & Vegetable Canners, Inc., 
351-352 

Fuel and oil wholesaler, 286-287 

Furniture manufacturer, 198 

Industrial Chemicals, Inc., 324-325 

Kitchen Equipment Manufacturing , 
Corporation, 260-264 

Ladies Coat Company, Inc., 395-397 

Launch builder, 225-226 

Liquor distributors, 223, 421-423 

Liquor Wholesale Corp., 223, 421- 
423 

Lumber wholesaler, 293 

Men’s Clothing Company, Inc., 220- 
221 

Men’s shirt manufacturer, 428-430 

Men’s Suit Company, Inc., 320- 
323 

Midwestern Department Store, Inc., 
290 

Paint & Varnish Mfg. Co., Inc., 198- 
201 

Period Furniture Co., Inc., 198 

Piece goods finishers, 266-268, 433- 
434 

Pipe fittings manufacturer, 270-271 

Plumbers’ Specialty Manufacturing 
Corporation, 382-383 

Power Boiler Corporation, 246-250 

Pure Candy Corporation, 458 

Resort Department Store, Inc., 238- 
242 

Retail Men’s Clothing, Inc., 316-317 

Royal Foundry Co., Inc., 382-383 

Shipbuilding Corporation, 225-226 

Shirt Mfg. Co., Inc., 428-430 

Toy distributor, 379-380 

Truck manufacturer, 401-403 

Valve and Pipe Manufacturing Co., 
270-271 

Vegetable and fruit canner, 351-352 

West Coast Wholesale Lumber Co., 
Inc., 293 


Woolen Cloth Mills, Inc., 433-434 
Yacht builder, 225-226 
Of consolidated statements, 59-62 
Dividend disbursement, 116 
Early, overtrading and, 389 
Financial statements (see Financial 
Statements) 
Without financial statements, 40-41 
Income statement (See also Income 
Statement), 516-537 
Internal: ; 
Balance sheet, 178 
Income statement, 524 
Inventory, 82 
By mercantile credit manager, 32-35, 
45-46 
Merchandise, 72, 82-84 
Of miscellaneous charges, 594-596 
Personal judgments and, 614-618 
Points of view toward, 31-47 
Qualitative versus quantitative, 357 
Sales (see Sales Analysis) 
Small business, 153-173 
Specialized, 208 
By stockholder, 39-41, 45 
Supplementary information in, 34- 
35 
Surplus account, 583-597 
By treasurer, 41-45 
ANNUAL NET CREDITED SALES: 
Installment sales and, 359, 371 
And specific accounts receivable out- 
standing, 370 
ANNUAL NET INSTALLMENT SALES: 
Cash sales and, 359, 371 
And installments receivable outstand- 
ing, 370 
ANTECEDENT INFORMATION (See also Sup- 
plementary Information): 
Defined, 48 
Important in large corporations, 53- 
54 
Incorrect, 50-53 
Unfavorable, 51-53 
ANYON, JAMES T.: 
Quoted, 35-36 
Recollections of the Early Days of Ameri- 
can Accountancy, 22n. 
APPAREL RETAILERS (see Clothing Manu- 
facturers, Wholesalers, and Retail- 
ers) 
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APPLIANCE DEALERS (see Electrical Ap- 
pliance Distributors) 
APPLICATION OF FUNDS, sources and, 473- 
478 
APPRAISALS, downward, 519-520 
ARABIC NUMERALS: 
Accounting and, 29-30 
Importance of, 5, 29-30 
ASSETS: 
Classification of, 70-95, 189-190 
Current: 
Accounting firm subclassification of, 
189-190 
Baltimore and Ohio Railroad treas- 
ury stock as, 185 
Classification of, 70-85 
Colorado Fuel & Iron Corporation, 
advance royalties as, 188 
Commercial Printing Corporation, 
193-196 
To current habilities, 55-56, 178- 
206, 226, 294, 646-656 
Defined, 71 
Early industrial-corporation classifi- 
cations of, 180-188 
Evolution of, 180-188 
Inflation of, 481 
National Enameling & Stamping 
Company, first-mortgage bonds 
as, 188 
Paint & Varnish Mfg. Co., Inc., 198- 
201 
Period Furniture Co., Inc., 196-198 
Of public corporations, 180-188 
Of railroad corporations, 180-185 
As security, 258 
Of small business, 155 
Views of accounting firms on, 189- 
190 
Decreased, as source of funds, 474, 476 
Deficiencies in accounting for, 621-624 
Depreciable, 71n.-72n. 
Ieffect of writing off or writing up, 520 
Separation of, 87-88 
Fixed (see Fixed Asscts) 
Frozen, 79 
Increased, application of funds and, 
477-478 
Intangible, 94 
Liabilities and, 57 
Liquid or quick, 72, 179n., 188 
Definition of, 188n. 
Miscellaneous, 79 
Composition of, 88 
Definition of, 88 
Noncurrent (slow), 275, 418 
Overstatement of, 51 
As part of balance sheet, 69 
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AssEts (continued): 
Service concept of, 637 
Stabilized, 607-608 
Valuation of, 601, 605n. 
In corporations, 613 
In small business, 613-614 
Working, 181 
ASSIGNMENT OF ACCOUNTS, 106n. 
AssoctaTED Gas & ELectric ComMPANy, 
false financial statements of, 615n. 
ATCHISON, TopEKA & Santa Fé RaIbway 
Co., current-asset classification of, 
181 
AuniIts, independent, required by New 
York Stock Exchange, 620 
Austria, American loans to, 562 
Auto AccEssoriIns MANUFACTURING 
Corp., balance sheet of, 332-333 
AUTO, BUS, AND TRUCK BODY MANUFAC- 
TURERS (see Body Manufacturers) 
AUTOMOBILE DEALERS: 
Elements of net sales, 159 
Fiscal closing date, 215 
Operating expense ratios, 526 
AUTOMOBILE PARTS AND ACCESSORIES 
MANUFACTURERS AND WHOLESALERS: 
Average collection period, 384-385, 
647, 653 
Current assets to current liabilities, 
202-203, 646, 652 
Current debt to inventory, 647, 653 
Current liabilities to tangible net 
worth, 227-228, 647, 653 
Elements of net sales, 159 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 295- 
296, 647, 653 
Funded debt to net working capital, 
273-274, 647, 653 
Interquartile range of ratios, 646— 
647, 652-653 
Inventory to net working capital, 
353-354, 647, 653 
Net profit to net sales, 574-576, 646, 
652 
Net profit to net working capital, 646, 
652 
Net profit to tangible net worth, 
566-567, 646, 652 
Net sales to inventory, 329-330, 647, 
653 
Net sales to net working capital, 436, 
647, 653 
Net sales to tangible net worth, 413- 
414, 647, 653 
Operating expense ratios, 526 
Total liabilities to tangible net worth, 
251-252, 647, 653 
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AUTOMOBILE TIRES (see Tire Manufac- BALANCE SHEET (continued): 


turers and Distributors) 

AVERAGE COLLECTION PERIOD: 
Cautions in determining, 371 
Computation of, 359-361, 370 

Illustrations of, 360-361, 370 
Interquartile range of ratios for, 
647, 649, 651, 653, 655, 657 
And net selling terms, 386 
Relationships in, illustrated, 371-383 
Tables for determining, 362-369 
Use of, 370-371 
Typical, 383-386 
AVERAGE COST INVENTORY VALUATION 
METHOD, 304, 307-308 
Number of corporations using, 308n. 
AWNING AND SUNSHADE MANUFAC- 
TURERS, fiscal closing date for, 215 


B 


BaD DEBTS, reserves for, 360, 481n., 617 

Bapcer, Minor C., “Thoughts on 
Many Topics,’’ 390n. 

Baker Liprary, HARVARD GRADUATE 
ScHOOL or Busingess ADMINISTRA- 
TION, 181 

BAKERs: 

Average collection period, 384-385, 653 

Current assets to current liabilities, 
202-203, 652 

Current debt to inventory, 653 

Current liabilities to tangible net 
worth, 227-228, 653 

Elements of net sales, 159 

Fiscal closing date, 215 

Fixed assets to tangible net worth, 
295-296, 653 

Funded debt to net working capital, 
273-274, 653 

Interquartile range of ratios, 652-653 

Inventory to net working capital, 
353-354, 653 

Net profit to net sales, 574-576, 652 

Net profit to net working capital, 652 

Net profit to tangible net worth, 
565-567, 646 

Net sales to inventory, 329-330, 653 

Net sales to net working capital, 435- 
437, 653 

Net sales to tangible net worth, 413- 
414, 653 

Operating expense ratios, 526 

Total liabilities to tangible net worth, 
653 

BALANCE SHEET: 
ABC Company, 150 
Accounting conventions, 302, 612-614 


Adopted in banking practice, 13-14 
Allis-Chalmers Manufacturing Com- 
pany, 181, 186-188 
American Car and Foundry Com- 
pany, 181, 184-185 
Analysis of, 4, 29-30, 35, 141, 445-472 
Internal, 445 
Viewpoints toward, 31-45 
Antecedent information on, 51-54 
Beginning and ending, comparison of, 
449 
Classification of items in, 65-150, 
180-188 
Comparative: 
Airplane Parts Manufacturing Co., 
Inc., 355-356 
Ames Manufacturing Company, 
491-492 
Auto Accessories Manufacturing 
Corp., 332-333 
Baltimore and Ohio Railroad 
Company, 181, 185 
Bank, 446 
Beer Brewing Co., Inc., 298 
Blankbook Manufacturing Com- 
pany, 167 
Boiler manufacturers, 247 
Book Cloth Manufacturing Cor- 
poration, 406-411 
Building Products Corporation, 
255-256 
Candy manufacturers, 417 
Cement Manufacturing Co., Inc., 
277-278 
Chain Drug Stores, Inc., 346 
Chain Retail Grocery Corporation, 
230 
Chemical manufacturer, 387-388 
Chesapeake and Ohio Railway 
Company, 181 
Clothing manufacturer, 161, 318, 
416, 431 
Cold Storage Warehouse Corpora- 
tion, 486 
Commercial Printing Corporation, 
194 
Commercial Truck Corporation, 
399, 404 
Controlled Mechanism Corporation, 
449-457 
Cotton-cloth converter, 341-345, 
406-411 
Curtain Mfg. Co., Inc., 174 
Cylinder Gas Corporation, 231 
Department store, 238-242, 283, 
288-290, 577 
Drugstore, 202-203, 246, 357 
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BALANCE SHEET (continued): 
Comparative (continued): 


BALANCE SHEET (continued): 
Comparative (continued): 


Dry Goods Corporation, Wholesale, 
468-470 

Dye Works Company, 265-268 

Electrical Specialty Corporation, 
243-246 

Electrical Supply Wholesale Cor- 
poration, 374-376 

Folding Carton Corporation, 32-46 

Fruit & Vegetable Canners, Inc., 
350-352, 578-579 

Fuel and oil wholesaler, 284-287 

Funds statement from, 479-491 

Furniture manufacturer, 196-198 

Gasoline and lubricating oil whole- 
saler, 568 

Grocery wholesalers and retailers, 
172, 228, 438 

Haberdashery, 160-163 

Industrial Chemicals, Inc., 323-325 

Kitchen Equipment Manufacturing 
Corporation, 260-264, 271-272 

Ladies’ Coat Company, Inc., 
393-397 

Ladies’ Specialty Shop, 163-165 

Launch builder, 224 

Liquor distributors, 221—223, 
419-423 

Lubricating oil and gasoline whole- 
saler, 568 

Lumber wholesaler, 291 

Machine Manufacturing Corpora- 
tion, 299-300 

Martel, Marie, proprietress, 163-165 

Men’s Clothing Company, Inc., 
220-221 

Men’s furnishings store, 160-163 

Men’s shirt manufacturer, 423-430 

Men’s Suit Company, Inc., 318-322, 
457 

Mercantile Trust Company, St. 
Louis, 132-133 

Midwestern Department Store, Inc., 
288-290 

Norfolk and Western Railroad 
Company, 181 

Oil Refining Corporation, 254 

Paint & Varnish Mfg. Co., Inc., 
200-201 

Period Furniture Co., Inc., 197-198 

Piece-goods finisher, 264-268 

Pipe-fittings manufacturer, 268-271 

Plumbers Specialty Mfg. Corp., 
381-383 

Power Boiler Corporation, 247-250 

Pure Candy Corporation, 458-467 

Pure Drug Chain, Inc., 205-206 


Resort Department Store, Inc., 
238-242 

Retail Drug Chain, Inc., 357 

Retail Furniture Company, Inc., 
481-485 

Retail Men’s Clothing, Inc., 
315-317 

Retail Shoe Company, 173 

Robbins, Fred A., proprietor, 
160-163 

Royal Foundry Co., Inc., 381-383 

Shipbuilding Corporation, 224-226 

Shirt Mfg. Co., Inc., 423-430 

Sinclair, Arthur, grocery store 
operator, 172 

Southern Foundry Company, 472 

State Stove Corporation, 493-494 

Style Dress Manufacturers, Inc., 
416 

Toy wholesaler, 378-380 

Truck manufacturer, 397-405 

Valve & Pipe Manufacturing Co., 
Inc., 269-271 

Vegetable and fruit canner, 350-352, 
578-579 

West Coast Wholesale Lumber Co., 
291 

Wholesale Dry Goods Corporation, 
468-470 

Wholesale Fuel & Oil Corporation, 
284-287 

Wholesale Gasoline and Lubricating 
Oil, Inc., 568 

Wholesale Grocery Corporation, 438 

Wholesale liquor distributors, 
221-223, 419-423 

Wholesale Toy Corporation, 378-380 

Wholesale Woolen Company, 
165-167 

Wholesalers of Tobacco Products, 
Inc., 139, 141 

Women’s coat manufacturer, 
393-397 

Women’s specialty shop, 163-165 

Woolen Cloth Mills, Inc., 481-434 

Yacht builder, 224-226 


Comparative analysis of, 445-472 


Definition of, 445 

Explanation of changes in, 457-467 

And sources and application of 
funds, 479-485, 491-494 


Comparison of, 141 
Consolidated, 74, 141 


American Machine Corporation 
and Subsidiary Companies, 141 
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BALANCE SHEET (continued): 
Consolidated (continued): 
Book Cloth Manufacturing Cor- 
poration, 406-410 
Definition of, 59-60 
Illustrated, 140, 489-441, 468-472 
Machinery manufacturers, 142-143, 
439-441 
Securities and Exchange Com- 
mission rules covering, 61 
Wholesale Dry Goods Corporation, 
468-470 
For credit purposes, 637 
And current economic values, 609-610 
Date important on, 447-449 
Definition of, 66 
Development of, 66-70 
Divisions of, 69-70 
Early, 10, 20, 180-188 
Mercantile Agency, 10-12, 190 
Publication of, 619-621 
Federal Reserve Board pamphlet on, 
621, 629-631 
Forms for (see Statement Blanks) 
Fraudulent, 50-54 
Fruit & Vegetable Canning Company, 
Inc., 578-579 
Funds statement from, 479-491 
Income statement integrated with, 608 
Incorrect representations dishonestly 
made, 50-54 
Individual, 62-63 
Information from, for sources and 
application of funds, 485-491, 493 
Information given on, 631 
Items on, 58, 65-150, 180-188 
Guide to classification of, 123-126, 
134-135 
Long-term liabilities and, 237 
Mergenthaler Linotype Company, 188 
Need for, 3-4 
New York, New Haven & Hartford 
Railroad Co., 180-181 
Northern Chemicals, Inc., 387-388 
Paper Mill Corporation, 569-570 
Pennsylvania Bankers’ Association 
adoption of, 15 
Pennsylvania Railroad Company, 
180-183 
Personal judgment in preparation of, 
614-618 
Posting of, 137, 1389, 141 
Of public corporations, 180-183 
Retail Specialty Shop, 136, 139 
In sales analysis, 160-163 
Screw & Bolt Corporation, 275-276 
For small business, 57 
Stabilized, 608 


665 
BALANCE SHEET (continued): 
Star Manufacturing Co., Inc., 144 
Of subsidiaries, 90-91 
Terminology of, 180-188 
Unaudited, 29 
United States Rubber Company, 188 
BALTIMORE AND OHIO RAILROAD 
ComPANY: 
Balance sheet of, 181, 185 
Financing of, 235-236 
BALTIMORE AND SUSQUEHANNA Ratn 
Roan Co., financing of, 235 
BaNGorR AND AROosTOOK RAILROAD 
CoMPANY, current-asset segregation 
by, 181 
BANK FOR COOPERATIVES, sale of 
securities by, 75 
Bank OF New York, 6-7 
Bank or Nortu America, 6-7, 14 
Bank Service DEPARTMENT, NATIONAL 
Crepit Orricr, 190 
BANKERS: 
Commercial, analysis by, 35-38 
Early, experience of, 15 
Training of, 19 
Wholesalers as, 334 
BANKERS’ ASSOCIATIONS: 
American, statement blanks recom- 
mended by, 15-17 
New York State, statement blanks 
recommended by, 14-15, 628 
Pennsylvania, balance sheet adopted 
by, 15 
BANKRUPTCY: 
Fraudulent, Colbert’s laws on, 52n. 
During Great Depression, 122 
Inventories and, 310, 338 
Of subsidiaries, 523 
Banxkrurprcy Act, reorganizations 
under, 268-271, 380 
Banks (See also specific names of banks): 
Balance sheet first used by, 138-14 
Cash in, 72-75 
Closed, cash in, 74 
Commercial: 
Analysis by, 35-38, 45 
Comparative statements, 446 
Early, 6-9, 334 
Growth of, 13, 153-154 
Influences on accounting, 21-23, 
189-190, 502, 617-620, 628 
Compensating balance requirements, 
74-75 
Credit: 
Collateral for, 44, 55 
Early, without financial statements, 
6-9 
Figures in early reports, 9-12 
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Banks (continued): 
Credit (continued): 
Guaranteed, 37-38 
References and recommendations, 
5-6 
To retail enterprises, 153-154 
Secured, 55-56, 207 
To small business, 153, 170 
Unsecured, 12-23, 55, 97, 100 
Investigations, 54-56 
Notes payable to, 96-97, 100 
BARBER SHOP AND BEAUTY PARLOR 
SUPPLIES MANUFACTURERS, fiscal 
closing date, 215 
Barine Brorugers & Co., 9 
Barrett, WALTER: 
The Old Merchant of New York City, 
BAe 
Quoted, 371-372 
Barrow, JOHN WYLIE, 22 
BARS AND TAVERNS: 
IJements of net sales for, 159 
Operating expense ratios for, 526 
Barte.s, Roper, Credits and Collections 
in Theory and Practice, 79n. 
BASE STOCK INVENTORY VALUATION 
METHOD, 304, 309-310 
First use of, 309 
BEAUTY PARLOR AND BARBER SHOP 
SUPPLIES MANUFACTURERS, fiscal 
closing date, 215 
BrckMaNn, THropore N., Credits and 
Collections in Theory and Practice, 
79n. 
BEnpsPRING AND MATTRESS MANUFAC- 
TURDRS: 
Average collection period, 384, 647 
Current assets to current liabilities, 
202, 646 
Current debt to inventory, 647 
Current liabilities to tangible net 
worth, 227, 647 
Fiseal closing dates, 216 
Fixed assets to tangible net worth, 
295, 647 
Funded debt to net working capital, 
273, 647 
Interquartile range of ratios, 646-647 
Inventory to net capital worth, 353, 
647 
Net profit to net sales, 574, 646 
Net profit to net working capital, 646 
Net profit to tangible net, worth, 566, 
646 
Net sales to inventory, 329, 647 
Net sales to net working capital, 436, 
647 
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BEDSPRING AND MATTRESS MANUFAC- 
TURERS (continued): 
Net sales to tangible net worth, 413, 
647 
Total liabilities to tangible net worth, 
251, 647 
Brrr BREWING Co., INc., comparative 
figures for, 298 
BEET SUGAR REFINERS, fiscal closing 
date, 217 
BELL, Wiii1aM H., quoted, 588 
BENNETT, JOHN J., JR., 50n. 
Berrie, Avour A., The Modern Corpora- 
tion and Private Property, 59n. 
BETHLEHEM STEEL CORPORATION, 
omission of cents from statements 
of, 602n. 
Betrer Business BurEAvs, 54n. 
BEVERAGES, CARBONATED, MANUFAC- 
TURERS (See also Liquor and Wine 
Distributors), fiscal closing date, 
215 
Bie Boarp (see New York Stock 
Exchange) 
Bie Business (See also Corporations), 
smal] business’s contributions to, 
154 
Biscurr Bakine Company, INc., com- 
parative income statements of, 537 
Buanpl, Joseru G., Maryland Business 
Corporation, 235n. 
BLANKBOOK MANUFACTURING Com- 
PANY, sales analysis of, 167-169 
Bieacuery & Finisuine Co., INc., 
financial condition of, 406 
BiouGu, CarMan G., 627 
Boarp OF GOVERNORS OF FEDERAL 
RESERVE SystTeM (see Federal 
Reserve Board) 
Bopy MANUFACTURERS, auto, bus, and 
truck: 
Average collection period, 384 
Current assets to current liabilities, 
202 
Current liabilities to tangible net 
worth, 227 
Fixed assets to tangible net worth, 
295 
Funded debt to net working capital, 
273 
Inventory to net working capital, 353 
Net profit to net sales, 574 
Net profit to tangible net worth, 566 
Net sales to inventory, 329 
Net sales to net working capital, 436 
Net sales to tangible net worth, 413 
Total liabilities to tangible net worth, 
251 
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BoILER MANUFACTURERS, total liabilities 
to tangible net worth of, 246-250 
BOLT, SCREW, NUT, AND NAIL MANUFAC- 
TURERS: 
Average collection period, 384, 647 
Break-even point, 573 
Current assets to current liabilities, 
202, 646 
Current debt to inventory, 647 
Current liabilities to tangible net 
worth, 227, 647 
Fixed assets to tangible net worth, 
295, 647 
Funded debt to net working capital, 
273, 647 
Interquartile range of ratios, 646-647 
Inventory to net working capital, 
353, 647 ; 
Net profit to net sales, 374, 646 
Net profit to net working capital, 646 


Net profit to tangible net worth, 566, 


646 
Net sales to inventory, 329, 647 
Net sales to net working capital, 
436, 647 
Net sales to tangible net worth, 413, 
647 
Total liabilities to tangible net worth, 
251, 647 
Bonps (See also Liabilities) : 
Baltimore & Ohio Railroad Co., 235 
Corporation, 257 
As current assets, 72 
Defaulted, 76, 562 
Discount written off against capital 
surplus, 632 
Early, 235-237 
Federal, 8 
Foreign, 562 
Of industrial companies, 237 
Long-term, characteristics of, 257-259 
As long-term liabilities, 109 
Market value fluctuation of, 77 
Mortgage, 236 
Of municipalities in default, 76 
Public utility, 237 
Railroad, 235-237 
Of states, 8, 76 
Bonusss, accrued, 106 
Boox Cirorn Manuracturine Cor- 
PORATION: 
Comparative figures for, 407 
Condensed analysis of, 409-411 
Net sales to tangible net worth of, 
406-411 
Boox Mutts, INc., profits of, 406 
Book PUBLISHERS, fiscal closing date of, 
215 


Book STORES: 
Elements of net sales, 159 
Fiscal closing date, 215 
Operating expense ratios, 526 
Book VALUE: 
Of current assets, 178 
Of investments in subsidiaries, 632 
BOOKKEEPING: 
Double-entry, 65 
Hatfield, Henry Rand, ‘“‘An Historical 
Defense of Bookkeeping,”’ 65-66 
History of, 22, 65-66 
Paciolo’s writings on, 66 
Peragallo, Edward, Origin and Evolu- 
tion of Double Entry Bookkeeping, 
65n. 
BORROWING: 
Desirability of, 21 
Secured, 49 
Boston & Lowrui Rattway, bond 
financing of, 235 
Boston & ProvipeNcr Raitway, bond 
financing of, 235 
BoTTLeRS, SOFT DRINKS AND CAR- 
BONATED WATER: 
Average collection period, 384 
Current assets to current liabilities, 
202 
Current liabilities to tangible net 
worth, 227 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 295 
Funded debt to net working capital, 
273 
Inventory to net working capital, 353 
Net profit to net sales, 574 
Net profit to tangible net worth, 
565-566 
Net sales to inventory, 329 
Net sales to net working capital, 436 
Net sales to tangible net worth, 413 
Total liabilities to tangible net worth, 
251 
Borromry, definition of, 234 
Boye, A. R. M., quoted, 212n. 
Boys’ AND MEN’S CLOTHING MANUFAC- 
TURERS: 
Average collection period, 384, 647 
Comparative financial statements, 
318-319 
Current assets to current liabilities, 
202, 646 
Current liabilities to inventory, 647 
Current liabilities to tangible net 
worth, 217-221, 227, 647 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 
295, 647 
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Boys’ AND MEN’S CLOTHING MANUFAC- 
TURERS (continued): 
Funded debt to net working capital, 
273, 647 
Interquartile range of ratios, 646-649 
Inventory to net working capital, 
353, 647 
Net profit to net sales, 574, 646 
Net profit to net working capital, 646 
Net profit to tangible net worth, 566, 
646 
Net sales to inventory, 317+322, 329, 
647 
Net sales to net working capital, 436, 
647 
Net sales to tangible net worth, 413, 
647 
Total liabilities to tangible net worth, 
251, 647 
Boys’ AND MEN’S CLOTHING RETAILERS: 
Average collection period, 657 
Comparative financial statements, 161, 
314-316 
Current assets to current liabilities, 
203, 656 
Current liabilities to inventory, 657 
Current liabilities to tangible net 
worth, 228, 657 
Elements of net sales, 159 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 
296, 657 
Funded debt to net working capital, 
274, 657 
Interquartile range of ratios, 656-657 
Inventory to net working capital, 354, 
657 
Net profit to net sales, 575, 656 
Net profit to net working capital, 656 
Net profit to tangible net worth, 567, 
656 
Net sales to inventory, 330, 657 
Net sales to net working capital, 437, 
657 
Net sales to tangible net worth, 414, 
657 
Operating expense percentages, 526 
Total liabilities to tangible net worth, 
252, 657 
BRADSTREET Company (See also Dun 
& Bradstreet, Inc.; Mercantile 
Agency), 6 
BRANDS, intangible value of, 94 
BREAK-EVEN CHARTS: 
Conventional, 547-554 
Detailed, 554-555 
Illustrated, 551, 554, 556 
Practical modifications of, 552-554 
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BREAK-EVEN CHARTS (continued): 
Examples of, 539-557 
Knitted Underwear Corporation, 
541-547 
Simple, 541-548 
Illustrated, 544 
Typical, illustrated, 550 
Uses of, 552, 557 
Value of, 539 
BREAK-EVEN POINT: 
Definition of, 538 
Determination of, 538-559 
Least squares method of computing, 
543-5467. 
Mathematical computation of, 545-547 
Net sales above, 572-573 
Brewertss (See also Liquor and Wine 
Distributors) 
Average collection period, 384, 647 
Comparative figures, 298 
Current assets to current liabilities, 646 
Current debt to inventory, 647 
Current liabilities to tangible net 
worth, 227, 647 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 295, 
647 
Funded debt to net working capital, 
273, 647 
Interquartile range of ratios, 646-647 
Inventory to net working capital, 
352-353, 647 
Net profit to net sales, 574, 646 
Net profit to net working capital, 646 
Net profit to tangible net worth, 566, 
646 
Net sales to inventory, 329, 647 
Net sales to net working capital, 436, 
647 
Net sales to tangible net worth, 413, 
647 
Total liabilities to tangible net worth, 
251, 647 
BRICK MANUFACTURERS, fiscal closing 
date, 215 
Broap, Samvue. J., “The Impact of 
Rising Prices upon Accounting 
Procedures,’’ 603n. 
BROOM AND BRUSH MANUFACTURERS, 
fiscal closing date, 215 
Brown, THnmopore H., quoted, 546n. 
BrRuNDAGE, Prercivau F., ‘Treatment of 
No-par-value Stock in New York, 
New Jersey, and Massachusetts,”’ 
95n. 
BuELL, JAMgEs, 13, 21 
BurraLo-Eciipsre CorPorATION, annual 
reports of, 474n. 


INDEX 


BUILDING AND CONSTRUCTION CONTRAC- 


TORS: 

Average collection period, 647 

Current assets to current liabilities, 
202, 646 

Current debt to inventory, 647 

Current liabilities to tangible net 
worth, 227, 647 

Fiscal closing date, 215 

Fixed assets to tangible net worth, 
295, 647 

Funded debt to net working capital, 
273, 647 

Interquartile range of ratios, 646-647 

Inventory to net working capital, 647 

Net profit to net sales, 574, 646 

Net profit to net working capital, 646 

Net profit to tangible net worth, 566, 
646 

Net sales to inventory, 647 

Net sales to net working capital, 436, 
647 

Net sales to tangible net worth, 
412-413, 647 

Total liabilities to tangible net worth, 
251, 647 


BUILDING MATERIAL AND LUMBER 


WHOLESALERS AND RETAILERS: 
Average collection period, 385, 655, 657 
Comparative financial statements, 291 
Current assets to current liabilities, 
203, 654, 656 

Current debt to inventory, 655, 657 

Current liabilities to tangible net 
worth, 228, 655, 657 

Elements of net sales, 159 

Fiscal closing date, 216 

Fixed assets to tangible net worth, 
290-293, 296, 655, 657 

Funded debt to net working capital, 
274, 655, 657 

Interquartile range of ratios, 654-655, 
656-657 

Inventory to net working capital, 354, 
655, 657 

Net profit to net sales, 575, 654, 656 

Net profit to net working capital, 654, 
656 

Net profit to tangible net worth, 567, 
654, 656 

Net sales to inventory, 330, 655, 657 

Net sales to net working capital, 437, 
655, 657 

Net sales to tangible net worth, 414, 
655, 657 

Operating expense ratios, 526 

Total liabilities to tangible net worth, 
252, 655, 657 
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BuiLpine Propucrs Corporation, 
balance sheet, 255-256 

BuILpINGs: 

And economic wealth, 279 

As fixed assets, 86-87, 294 

Fluctuation in value of, 272 

Registered with Securities and 
Exchange Commission, 87-88 

BuREAUS, government (see listing under 
United States) 

BUSINESS ENTERPRISES (See also Cor- 
porations; Partnership; Proprietor- 
ship): 

Causes of failures of, 153-155, 310 
Fundamental theory of, 334 
Growth of, 23-25, 69, 153 
Large: 
Antecedent information, 53-54 
Contribution of small business to, 
154 
Net profits of, 587-593 
New York State Bankers’ Associa- 
tion statement for, 14-15, 628 
Structure, 59-63 
Modern, service element in, 337 
New: 
Capital for, 153 
Number of, 154n., 563 
And profit incentive, 563 
Operating income of, 522 
Profit incentive to, 563-565 
Ratio of, to population, 24 
Service element in, 334, 337 
Small: 
Analysis of, 153-174 
Characteristics of, 154-155 
Contrasted with large, 155 
Contributions of, to big business, 
154 
Importance of, 153-154 
Liquidation of, 154 
Loans to, 154 
Net profits of, 586 
Overtrading by, 412 
Transfers of, 154n. 
Valuation of assets by, 613-614 
Turnover of, 564 
BUSINESS FAILURES: 
Age of, 153 
Average collection period and, 371- 
372 
Causes of, 153-155, 310 
Inventories and, 310 
Liabilities and, 208 
Planned, 54n. 
Poor management and, 506 
Price levels and, 311n. 
Record of, 51-52 
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BUSINESS POLICIES: 
Alternative, 43-44 
Sound, 562 
BUSINESS RECORDS, Colonial, 5-6, 10, 
68-69, 233 
BUSINESS TRANSFERS, 154n. 
BUSINESS YEAR (see Fiscal year; 
Natural Business Year) 


C 


CALENDAR YEAR, use Of, for fiscal pur- 
poses, 211-212 
CALIFORNIA: 
Assigned-receivables statute in, 106n. 
Recognition of accounting profession 
in, 22 
CAMERA AND PHOTOGRAPHIC SUPPLY 
STORES: 
Elements of net sales, 159 
Operating expense ratios, 526 
CANADIAN Pactric RaAILwAy COMPANY, 
perpetual debentures of, 259 
Canpor & Carngs, 21 
CANDY MANUFACTURERS, WHOLESALERS, 
AND RETAILERS (See also Confec- 
tionery Manufacturers and 
Wholesalers) : 
Balance sheet, 417 
Comparative analysis, 458-467 
Elements of net sales, 159 
Fiscal closing date, 215 
Operating expense ratios, 526 
Canby MANUFACTURING CORPORATION, 
balance sheet, 417 
CANNERS OF FRUITS AND VEGETABLES: 
Advances on merchandise, 84 
Average collection period, 384 
Balance sheet, 578-579 
Comparative figures, 350 
Current assets to current liabilities, 


202 

Current liabilities to tangible net 
worth, 227 

Iiscal closing date, 215 

Fixed asscts to tangible net worth, 
295 

Funded debt to net working capital, 
alles 

Inventory to net working capital, 
348-353 


Net profit to net sales, 574 

Net profit to tangible net worth, 566 

Net sales to inventory, 329 

Net sales to net working capital, 436 

Net sales to tangible net worth, 413 

Total liabilities to tangible net worth 
PAB 


, 


Cannon, ARTHUR M., “Danger Signals 
to Accountants in ‘Net Worth’ 
Financing,” 1347. 

CANNON, JAMES G.: 

Addresses of, on bank credit, 17n. 
“Bank Credits,’’ 197. 
“Losses from Bad Debts,” 15n., 18n., 
36n. 
And posting of balance sheets, 446 
Quoted, 17-19 
And use of statement blanks, 16, 620, 
639 
CAPITAL: 
Circulating, 71, 85-86 
Lack of, 226 
Net working: 
Computation of, by credit services, 
190 
First use of term, 190 
Funded debt to, 257-278, 647, 649, 
651, 653, 655, 657 
Illustrations and relationships of, 
259-271 
Typical ratios of, 271-275 
Inadequate, correction of, 435 
Inflation of, 481n. 
Inventory to, 334-337, 647, 649, 651, 
653, 655, 657 
Light, 48, 435 
Net changes in, 478 
Net sales to, 411, 418-441, 647, 649 
651, 653, 655, 657 
Illustrations of, 418-434 
Typical ratios of, 484-437 
CAPITAL FUNDS: 
Decreased, and application of funds, 
477-478 
Insufficient, 44 
CAPITAL RECOVERY, costs to, 540n. 
CAPITAL STOCK: 
Alphabet, 113, 116 
Analysis of, 113, 116 
Common, 113, 116, 236 
Dividends on (see Dividends) 
No-par, 94n.-95n., 585 
Preferred or preference, 113, 116, 619 
Treasury, 94-95, 185, 620 

CAPITAL SURPLUS: 

Bond discount write-off against, 634 
Explanation of, 583-586 

Net worth and, 113, 116 

Shown as separate item, 585-586 
Sources of, 584-586 

CAPITALISTIC SYSTEM, small business 
and, 154 

CAPITALIZATION: 

Over-, 391 
Reduction in, 392 
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CaRREL, ALEXIs, quoted, 358 
CaARRY-BACK OR CARRY-FORWARD TAX 
PRIVILEGE, 501, 513-514 
CaRTER, CHARLES FREDERICK, When 
Ratlroads Were New, 235n. 
Cary, WixLuiaM L.: 

“Corporate Financing through the 
Sale and Lease-back of Property,’ 
134n. 

“Sale and Lease-back of Corporate 
Property,’’ 134n. 

CasH: 

Blocked, 57 

As current asset, 71-72 

In foreign countries, 74 

On hand and in banks, 72-75 

Income flow and, 156 

In subsidiaries, 74 

Unrestricted, 73-74 

CASH ADVANCES RECEIVED ON CONTRACTS, 
399-400 
CASH DISCOUNTS: 

Earned and given, 501, 508 

As inducement to early payment, 79- 
80, 82 

CASH SALES (see Sales) 

CASH SURRENDER VALUE OF LIFE 
INSURANCE, 88-89 

Casuistry, definition of, 615n. 

CaTALOGuES, intangible value of, 94 

CEMENT MANUFACTURERS, fiscal closing 
date, 215 

CreMENT Manuracturine Co., Inc., 
balance sheet, 277-278 

Census of Business, 157n. 

CENSUS FIGURES, sales analysis and, 171 

CERTIFICATE OF QUALIFICATION, 


AccouNTANTS’, adoption of, 22, 617- 618 


CERTIFIED PUBLIC ACCOUNTANTS (See 
also American Institute of Certified 
Public Accountants): 

Life expectancy of, 213n. 
New York State law covering, 617-618 
Standards of, 29-30 
State societies of, 213 
In United States in 1900, 22n. 
Cuain Druc Srorss, Inc.: 
Comparative figures, 346 
Condensed analysis, 347-348 
Inventory to net working capital, 
345-348 

Cuain RevatL GROCERY CORPORATION, 
comparative financial statements, 
230 

CHAIN STORES: 

Bankruptcy of, 122 
Drug, comparative figures for, 346, 357 
Merchandising by, 335 
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CHAIN STORES (continued): 
And net lease arrangements, 122, 127 
CHAMPION PapER AND Fipre Company, 
statement of sources and application 
of funds, 474n. 
Changing Concepts of Business Income, 
497n., 61l1n. 
CHARGE ACCOUNTS, analysis of, 385 
CHARGES: 
Extraordinary (see Extraordinary 
charges) 
Miscellaneous, analysis of, 594 
Nonrecurring, 594 
To profit and loss, 588-593 
To surplus, 630 
CHEMICAL MANUFACTURERS: 
Average collection period, 384, 647 
Balance sheet, 387-388 
Current assets to current liabilities, 
202, 646 
Current debt to inventory, 647 
Current liabilities to tangible net 
worth, 227, 647 
Fixed assets to tangible net worth, 295, 
647 
Funded debt to net working capital, 
273, 647 
Interquartile range of ratios, 646-647 
Inventory to net working capital, 353, 
647 
Net profit to net sales, 574, 646 
Net profit to net working capital, 646 
Net profit to tangible net worth, 565-— 
566, 646 
Net sales to inventory, 322-325, 329, 
647 
Net sales to net working capital, 436, 
647 
Net sales to tangible net worth, 413, 
647 
Total liabilities to tangible net worth, 
251, 647 
CHESAPEAKE AND OHIO CANAL Com- 
PANY, financing of, 235 
CHESAPEAKE AND Ouro RatLway Com- 
PANY, balance sheets of, 181 
Cuicaco, MILWAUKEE, AND Sr. PAuL 
Rattway ComMPaNny, reorganization 
of, 249 
CHILDREN’S DRESS, SHOE, AND WASH 
SUIT MANUFACTURERS: 
Average collection period, 384, 649, 651 
Current assets to current liabilities, 
202, 646, 650 
Current liabilities to tangible net 
worth, 649, 651 
Fixed assets to tangible net worth, 295, 
649, 651 
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CHILDREN’S DRESS, SHOE, AND WASH 
SUIT MANUFACTURERS (continued): 
Funded debt to net working capital, 
273, 647, 651 
Interquartile range of ratios, 646-647, 
650-651 
Inventory to net working capital, 353, 
647, 651 
Net profit to net sales, 574, 646, 650 
Net profit to tangible net worth, 566, 
646, 650 
Net sales to inventory, 329, 647, 651 
Net sales to net working capital, 436, 
647, 651 
Net sales to tangible net worth, 413, 
646, 650 
Operating expense ratios, 526 
Total liabilities to tangible net worth, 
251, 647, 651 
CHILDREN’S AND INFANTS’ WEAR STORES: 
Elements of net sales, 159 
Operating expense ratio, 526 
Curna, currency inflation in, 12 
CHRISTMAS SHOPPING, seasonal effects of, 
209-210, 212n. 
CuurcH, SHELDON P., 9 
CIGAR, CIGARETTE, AND TOBACCO 
WHOLESALERS: 
Average collection period, 384, 653 
Current assets to current liabilities, 
203, 652 
Current debt to inventory, 653 
Current liabilities to tangible net 
worth, 228, 653 
Fixed assets to tangible net worth, 296, 
653 
Funded debt to net working capital, 
274, 653 
Interquartile range of ratios, 652-653 
Inventory to net working capital, 354, 
653 
Net profit to net sales, 575, 652 
Net profit to net working capital, 652 
Net profit to tangible net worth, 567, 
652 
Net sales to inventory, 330, 653 
Net sales to net working capital, 435, 
437, 653 
Net sales to tangible net worth, 412, 
414, 653 
Note settlements, 100 
Total liabilities to tangible net worth, 
ASP, (ES: 
CIRCULATING CAPITAL, Adam Smith’s 
concept of, 71, 85-86 
Crvin War (see War) 
CLARKE Bros. Arratr, 561 
CLASSICAL ECONOMICS, 497n. 


CLASSIFICATION OF BALANCE SHEET 


1TEMs (see Balance Sheet, Items on) 


CLAY PRODUCTS MANUFACTUREBS, fiscal 


closing date, 215 


CLEANING AND DYEING ESTABLISHMENTS, 


fiscal closing date, 215 


CLEVELAND, CINCINNATI, CHICAGO, AND 


Str. Lours Ratpway CoMPaNny, cur- 
rent-asset segregation by, 181 


Clintus, Oscar B., v. the American Car and 


Foundry Co., 60n. 


CLOCK AND WATCH MANUFACTURERS, 


fiscal closing date, 215 


CLOSING DATES, FISCAL: 


Best time for, 214 
List of, 215-217 


CLOTHING MANUFACTURERS, WHOLE- 


SALERS, AND RETAILERS (See also 
Boys’ and Men’s Clothing Manufac- 
turers; Coats and Suits, Women’s; 
Dress Manufacturers): 
Average collection period, 384, 647, 
655, 657 
Comparative balance sheets, 161, 318, 
416, 431 
Current assets to current liabilities, 
202, 646, 654, 656 
Current debt to inventory, 646, 654, 656 
Current liabilities to tangible net 
worth, 207, 217-221, 227, 647, 655, 
657 
Elements of net sales, 159 
Excessive liabilities, 219-220 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 295, 
647, 655, 657 
Funded debt to net working capital, 
273, 647, 655, 657 
Interquartile range of ratios, 646-647, 
653-657 
Inventory to net working capital, 353, 
647, 655, 657 
Net profit to net sales, 574-576, 646, 
654, 656 
Net profit to net working capital, 646, 
654, 656 
Net profit to tangible net worth, 566— 
567, 646, 654, 656 
Net sales to inventory, 317-322, 329, 
647, 655, 657 
Net sales to net working capital, 436, 
437, 647, 655, 657 
Net sales to tangible net worth, 392- 
397, 413, 647, 655, 657 
Operating expense ratios, 526 
Seasonal nature of, 321 
Total liabilities to tangible net worth, 
251, 647, 655, 657 
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CiuFrr, JAMES, men’s furnishing shop, 
314 
CoaL DEALERS, fiscal closing date, 215 
Coau MINERS, fiscal closing date, 215 
COATS AND SUITS, WOMEN’S, MANUFAC- 
TURERS AND DISTRIBUTORS OF: 
Average collection period, 384, 647, 655 
Comparative financial statements, 393, 
416 
Current assets to current liabilities, 
202, 646, 654 
Current debt to inventory, 647, 655 
Current liabilities to tangible net 
worth, 227, 647, 655 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 295, 
647, 655 
Funded debt to net working capital, 
273, 647, 655 
Interquartile range of ratios, 646-647, 
654-655 


Inventory to net working capital, 353, 


647, 655 
Net profit to net sales, 574, 646, 654 
Net profit to net working capital, 646, 
654 
Net profit to tangible net worth, 566, 
646, 654 
Net sales to inventory, 329, 647, 655 
Net sales to net working capital, 436, 
647, 655 
Net sales to tangible net worth, 392- 
397, 413, 647, 655 
Total liabilities to tangible net worth, 
251, 647, 655 
CoueEn, ALBERT H., Long-term Leases: 
Problems of Taxation, Finance, and 
Accounting, 134n. 
Couors, N.Y., factory system and 
growth of, 280 
CoLBERT: 
Bankruptcy laws under, 52n. 
Dividend payments by, 595n. 
Coxip SToRAGE WAREHOUSE CoRPORA- 
TION: 
Comparative figures, 486 
Income statement, 487 
Sources and application of funds, 
486-491 
CoE, CHARLES W., Colbert and a 
Century of French Mercantilism., 
53n., 67n., 595n. 
COLLATERAL: 
Accounts receivable as, 78, 79n. 
Additional, 44 
Stocks and bonds as, 55 
COLLECTION PERIOD (see Average Collec- 
tion Period) 
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CoLorapo Furi & Iron Corporation, 
balance sheet of, 188 
CoMMERCE, early, transportation and, 
279 
Commerce of Rhode Island, 233n. 
COMMERCIAL BANKS (see Banks) 
COMMERCIAL PRINTING CORPORATION: 
Comparative figures, 194 
Condensed analysis, 195-196 
Current assets to current liabilities, 
193-196 
CoMMERCIAL TrucK CoRPORATION: 
Comparative figures, 399 
Adjusted, 404 
Condensed analysis, 401-405 
Net sales to tangible net worth, 
397-405 
Commissions, accrued salesmen’s, 106 
CommopitTy Crepir CoRPORATION, 
guaranteed securities of, 75 
CoMMON STOCK: 
Analysis of, 113, 116 
Listing of, 1137. 
Of railroads, 236 
COMPARATIVE ANALYSIS (see Balance 
Sheet) 
COMPARATIVE FINANCIAL STATEMENTS 
(see Financial Statements) 
COMPENSATING BALANCES, 74-75 
COMPETITION: 
In auto truck production, 398 
Before Civil War, 335 
Net sales and, 571 
Service and, 337 
Among small businesses, 154 
Competitors, 44, 171 
CoMPTROLLER OF THE CURRENCY, Reports, 
334n. 
CONDENSED INCOME SCHEDULE, 500 
CONFECTIONERY MANUFACTURERS AND 
WHOLESALERS (See also Candy 
Manufacturers): 
Average collection period, 384, 647, 653 
Balance sheet, 417 
Current assets to current liabilities, 
202, 646, 652 
Current debt to inventory, 647, 653 
Current liabilities to tangible net 
worth, 227, 647, 653 
Fixed assets to tangible net worth, 295, 
647, 653 
Funded debt to net working capital, 
273, 647, 653 
Interquartile range of ratios, 646-647, 
652-653 
Inventory to net working capital, 353, 
647, 653 
Net profit to net sales, 574, 646, 652 
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CoNFECTIONERY MANUFACTURERS AND 
WHOLESALERS (continued): 

Net profit to net working capital, 646, 
652 

Net profit to tangible net worth, 566, 
646, 652 

Net sales to inventory, 329, 647, 653 

Net sales to net working capital, 436, 
647, 653 

Net sales to tangible net worth, 413, 
647, 653 

Total liabilities to tangible net worth, 
251, 647, 653 

CONFECTIONERY STORES: 

Elements of net sales, 159 

Operating expense ratios, 526 

Connecticut Historica Socinty, 
colonial business records in, 68n. 

CONSOLIDATED BALANCE SHEET (see Bal- 
ance Sheet) 

CONSOLIDATED EDISON CORPORATION, 
omission of cents from statements of, 
602n. 

CONSOLIDATED FINANCIAL STATEMENTS 
(see Financial Statements) 

CONSOLIDATED INCOME ACCOUNT, 523-524 

CONSOLIDATED INCOME STATEMENT: 

Industrial Machinery Manufacturing 
Co., 439-441 

Manipulation of, 523-524 

Wholesale Dry Goods Corporation, 
468-470 

CONSOLIDATIONS, 95 

ConsTITUTION (see United States, Con- 
stitution) 

CONSUMER COOPERATIVE MOVEMENT, need 
for, 154 

ConrTaAINERS (see Paper and Paper Box 
Manufacturers and Wholesalers) 

CONTINGENCY RESERVES, 96, 108 

CONTINGENT LIABILITIES: 

Definition of, 117 
lor discounted notes receivable, 81 

Contracrors (See also Building and 
Construction Contractors; Electrical 
Contractors) 

Advance payments to, 107n. 

Heating and plumbing, fiscal closing 
date, 216 

Paving, fiscal closing date, 216 

ConTRAcTs: 

Cash advances made on, 399-400, 405 
Intangible worth of, 94 
CONTRIBUTION OF FUNDS, 474, 477 
CONTROLLED MrcHANISM CoRPORATION: 
Comparative analysis of balance 
sheets, 449-457 
Comparative figures, 451 
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Coox, Donatp C., ‘The Conflict of Inde- 
pendence in Accounting,” 614n. 
Copyricuts, intangible worth of, 94 
Corn Propucts REFINING CoMPANY, in- 
ventory valuation of, 306 
CORPORATE REPORTS (see Reports to 
Stockholders) 
CORPORATE SECURITIES, investment in, 
281 
CORPORATION BONDS, 257 
CorpoRATIONS (See also Business Enter- 
prises) : 
Analysis of income figures of, 157n. 
Asset valuation by, 613-614 
Average net income of, after taxes, 
572 
Causes of failure of, 226 
In colonial America, 6-7 
Definition of, 25 
Fiscal year of, 211-217 
Growth of, 25-27, 69 
Large: 
Antecedent information, 53-54 
Liabilities of, 95-96, 238 
Management of, 389 
Net profits of, 587-593 
Segregation of current assets by, 
181-188 
Structure of, 59-63 
New, fiscal year for, 211n. 
Profits of, 563n. 
Net, 587-593 
Public, balance sheets of, 180-183 
Restricted liability of, 69 
Securities and Exchange Commission 
requirements for, 27-29 
Securities listed by, 26 
Small: 
Analysis of, 153-173 
Characteristics of, 154-155 
Versus large, 155 
Net profit of, 586 
Special status, 211n. 
Statement blanks for, 180n. 
Illustrated, 14 
Stockholders, reports to (see Reports 
to Stockholders) 
CoRSET AND BRASSIERE MANUFACTURERS, 
fiscal closing date for, 215 
Cost (See also Inventory Valuation): 
Average, inventory pricing at, 304, 307, 
331, 603 
Of capital recovery, 540n. 
Definition of, 302, 606 
Future replacement, 609 
Labor, 157-158 
Less depreciation, valuation at, 281- 
282 
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Cost (continued): 


Or market, whichever is lower, 4, 82, 
282, 302-310, 616 
Of materials, 526n., 528 
Net sales and, 156-157 
To possess, 540n. 


COTTON GOODS CONVERTERS, NON-FAC- 
TORED (continued): 
Net profit to tangible net worth, 566, 
648 
Net sales to inventory, 329, 649 
Net sales to net working capital, 436, 


Representing initial value, 606-607 649 
Of sales, 500, 503-504, 527 Net sales to tangible net worth, 406— 
Standard: 411, 413, 649 
Actual cost and, 308 Total liabilities to tangible net worth, 
Definition of, 308 251, 649 
Unamortized, 67n. Corton Goops CONVERTING COMPANY: 
Coster, FranK DoNALD, identity of, 53 Comparative figures, 342 
CorTeR, ARUNDEL, F'ool’s Profits, 306n. Condensed analysis, 343-345 
CoTTON CLOTH MILLS: Inventory to net working capital, 342- 
Average collection period, 384, 647 345 


Current assets to current liabilities, 
202, 646 

Current debt to inventory, 649 

Current liabilities to tangible net 
worth, 227, 647 

Fixed assets to tangible net worth, 295, 
647 : 

Funded debt to net working capital, 
273, 647 

Interquartile range of ratios, 646-647 

Inventory to net working capital, 353, 
647 

Net profit to net sales, 574, 646 

Net profit to net working capital, 646 

Net profit to tangible net worth, 566, 
646 

Net sales to inventory, 329, 647 

Net sales to net working capital, 436, 


647 

Net sales to tangible net worth, 412-— 
413, 647 

Total liabilities to tangible net worth, 
251, 647 


Corton Goops CONVERTERS, NON-FAC- 


TORED: 
Average collection period, 384, 649 
Comparative financial statements, 
341-345 

Current assets to current liabilities, 
202, 648 

Current debt to inventory, 649 

Current liabilities to tangible net 
worth, 227, 649 

Fixed assets to tangible net worth, 295, 
649 

Funded debt to net working capital, 
273, 647 

Interquartile range of ratios, 648-649 

Inventory to net working capital, 341- 
345, 353, 649 

Net profit to net sales, 574, 648 

Net profit to net working capital, 648 


Craig v. Anyou, 615n. 

CRANDALL, Rutu, 181n. 

Cranstoun, WiuuraM D., “To What Ex- 
tent Can the Practice of Account- 
ancy Be Reduced to Rules and 
Standards?” 622n. 

CREDIT: 

Bank (See also Banks): 
Early, 5-9 
Secured, 55-56, 207 
Unsecured, 12-23, 55, 97, 100 
In colonial America, 229 
Extraordinary, 587 
Line of, 32, 74-75 
Sales on, 155 
Selling price charge for, 371 
Too liberal extension of, 226 
CREDIT AGENCIES, early, 10, 69 
CREDIT INFORMATION: 
Antecedent, 48-49, 51-54 
Divisions of, 48 
Financial, 49-50, 58-63 
Investigational facts, 49, 54-58 

CREDIT MANAGER, MERCANTILE, analysis 
by, 32-35, 45-46 

CREDIT MEN’S ASSOCIATIONS, influence 
of, on accounting, 618 

CREDIT ORGANIZATIONS, early, 6, 10 

CREDIT REFERENCES AND RECOMMENDA- 
TIONS, 5-6 

CREDIT REPORTS, early, figures in, 9-12 

CREDIT SERVICES, working-capital com- 
putations by, 190 

CREDIT TERMS, early, 334 

CREDITORS: 

Claims of, 70 
Current: 

Bankruptcy and, 178 

And current assets, 258 
Defrauded, 52n. 
And financial statements, 609-610 
Short-term, balance sheets and, 516 
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CROCKERY AND GLASSWARE MANUFAC- 
TURERS, fiscal closing date, 215 
Crucmr, JoHN & HENRY, 232 
CURRENCY: 
Depreciation of, 12 
Fluctuations in, 12—13n., 80, 604 
Inflation: 
Effects on accounting procedures, 


604-606 

Effects on business, letter showing, 
13n. 

After wars, 12, 80, 604, 607-608, 
610 


CURRENT ASSETS (see Assets) 
CURRENT LIABILITIES (see Liabilities) 
CURRENT RATIO (See also Ratios): 
Evolution in use of, 191 
Suitability of, 178-179 
Two for one, 179, 204 
Typical, 201-204 
List of, 202-203 
Curtain Mere. Co., Inc., balance sheet 
of, 174 
Cuy ER, Purp, quoted, 233 
CYLINDER Gas CorporaTIon, balance 
sheet for, 231 


D 


DaIRY AND PRODUCE COMPANIES, fiscal 
closing date for, 215 

Danixts, M. B., Financial Statements, 
479n., 510-51 1n., 513n. 

Datess, importance of, on balance sheet, 
447-449 

Davies, GrorcE R., Business Statistics, 
546n. 

Davis, JOSEPH STANCLIFFE, Hssays in 
the Earlier History of American Cor- 
porations, Tn. 

Der ANGELIs, ANTHONY, 54 

DEBENTURE DISCOUNT, intangible worth 
of, 94 

Drsenturgs, 109-110 

Dersts (See also Liabilities): 

Bad, reserves for, 360, 481n., 617 

Collection of, in colonial America, 
233 

Current, 56 

Funded (see Funded Debt) 

Heavy, 208 

“Senior” or “prior,’’? 109-110 

DrpucTions, miscellaneous income, 210- 
211, 502 

DEFAULT: 

Foreign bonds in, 562 

Local governments in, 76n. 
DEFERRED CHARGES, 93-94 
DEFERRED INCOME, 112 


INDEX 


DEFERRED LIABILITIES (See also Funded 
Debt): 
Classification of, 109-112 
To net working capital, 257-278 
Dr Monn, C. W., Price, Waterhouse & Co. 
in America, 22n.—23n. 
DEPARTMENT STORE CORPORATION, com- 
parative figures, 577 
DEPARTMENT STORES: 
Average collection period, 360-361, 657 
Cash sales, 210 
Comparative analysis of income state- 
ments, 288, 529-533, 577 
Comparative balance sheets, 238-242 
Comparison of fixed assets, 283-284 
Current assets to current liabilities, 
203, 656 
Current debt to inventory, 657 
Current liabilities to tangible net 
worth, 228, 657 
Elements of net sales, 159 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 
287-290, 296, 657 
Funded debt to net working capital, 
274, 657 
Installment sales, 210 
Interquartile range of ratios, 656-657 
Inventory to net working capital, 354, 
657 
Last-in first-out inventory valuation, 
306 
Net profit to net sales, 575-576, 656 
Net profit to net working capital, 656 
Net profit to tangible net worth, 567, 


656 
Net sales, 159 
Net sales to inventory, 330, 657 
Net sales to net working capital, 437, 
657 
Net sales to tangible net worth, 414, 
657 
Open-book accounts, 208 
Operating expense ratios, 526 
Seasonal operations and current liabili- 
ties, 209-210 
Total liabilities to tangible net worth, 
238-242, 252, 657 
DEPLETION, overstatement and under- 
statement of, 520-522 
Deposits, analysis of, 96, 106-107 
DEPRECIATION: 
Accelerated, 613n. 
Accumulated, 605 
Based on current economic values, 609 
Cost less, 281-282 
Of currency, 12-13 
Definition of, 281n. 
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DEPRECIATION (continued): 

Of fixed assets, 605 

Of intangible assets, 94 

Land and, 97 

Losses from, 312 

Methods of computing, 521 

Overstatement and understatement of, 

520-522 

Personal judgment and, 616-617 

Rates of, 521 

Replacement less, 282 

Supreme Court decisions on, 614 
DEPRECIATION ACCOUNTING, 613n. 
DEPRECIATION CHARGES, 330 
DEPRESSION: 

1877, 23-24 

18938, 24 

Net sales and, 571 

1930’s, 24 

Bankruptcy during, 122 
Rise of factors during, 178n. 

Desiens, intangible worth of, 94 


DEVELOPMENT EXPENSE, intangible worth ° 


of, 94 
DeEwey, JOHN: 
The Quest for Certainty, 30n. 
Quoted, 30 
Dewine, Arruur Stone, The Financial 
Policy of Corporations, 259n. 
Dramonp Marcu Company, balance 
sheet of, 188 
DrrectTors, loans due from, 89, 101 
DISBURSEMENTS, elements of, 157 
Discount: 
Bond, 94 
Cash, earned and granted, 501, 508 
Debenture, 94 
On trade bills, 21 
DISCOUNT FINANCE COMPANIES, loans 
payable to, 101, 106 
DISCOUNTED INSTALLMENTS RECEIVABLE, 
Sl 
DISCOUNTED NOTES, receivables and, 371 
DIsTILLERS, fiscal closing date for, 215 
District or CoLumBia, certification of 
accountants in, 22 
DrvipENDs: 
Declared but not paid, 96, 107-108 
Disbursement of, 116, 594-596 
From current earnings, 595-596 
Government aid for, 595n. 
From retained earnings, 595-596 
And financial condition of business, 39, 
43 
Net profits and, 473-474, 562 
New York Stock Exchange ruling on, 
620 
On preferred stock, 116 
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DYIDENDs (continued): 
Securities and Exchange Commission 
ruling on, 509 
Of subsidiaries, 523 
Unearned, 116, 620 
Dopp, Davin L., Security Analysis, 113n., 
258n., 517 
DoLuaR AMOUNTS, differences in, 449-457 
DONATIONS BY STOCKHOLDERS, capital 
surplus from, 585 
DOoUBLE-ENTRY BOOKKEEPING, history of, 
65n. 
DovuBTFUL AccoUNTS, provision for, 501, 
506-507 
DovuGauu, Hersert R., Corporate Finan- 
cial Policy, 259n. 
Down PAYMENTS, 370 
DOWNWARD APPRAISALS, effect of, 519— 
520 
DRAWINGS, intangible worth of, 94 
DRAYER-HANSON, INCORPORATED, bal- 
ance sheets of, 615n. 
DRESS MANUFACTURERS: 
Average collection period, 384, 649 
Comparative figures, 416 
Current assets to current liabilities, 
202, 648 
Current debt to inventory, 649 
Current liabilities to tangible net 
worth, 227, 649 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 295, 
649 
Funded debt to net working capital, 
273, 649 
Interquartile range of ratios, 648-649 
Inventory to net working capital, 353, 
649 
Net profit to net sales, 574, 648 
Net profit to net working capital, 648 
Net profit to tangible net worth, 566, 
648 
Net sales to inventory, 329, 649 
Net sales to net working capital, 435— 
436, 649 
Net sales to tangible net worth, 413, 
649, 653 
Total liabilities to tangible net worth, 
251, 649 
Turnover of tangible net worth, 412 
Drew, Danrst, speculation by, 26 
DRuGS AND DRUG SUNDRIES, MANUFAC- 
TURERS AND WHOLESALERS OF: 
Average collection period, 384-385, 
649, 655 
Current assets to current liabilities, 
202-203, 648, 652 
Current debt to inventory, 649, 653 
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DRUGS AND DRUG SUNDRIES, MANUFAC- 
TURERS AND WHOLESALERS OF 
(continued) : 

Current liabilities to tangible net 
worth, 252, 649, 653 

Fiscal closing date, 215 

Fixed assets to tangible net worth, 295— 
296, 649, 653 

Funded debt to net working capital, 
273-274, 649, 653 

Interquartile range of ratios, 648-649, 


652-653 

Inventory to net working capital, 352- 
354, 649, 653 

Net profit to net sales, 573-574, 576, 
648, 652 

Net profit to net working capital, 648, 
652 

Net profit to tangible net worth, 565- 
567, 648, 652 

Net sales to inventory, 329-330, 649, 
653 


Net sales to net working capital, 435- 
437, 649, 653 

Net sales to tangible net worth, 413, 
649, 653 

Total liabilities to tangible net worth, 
252, 649, 653 

DRUGSTORES: 

Comparative figures, 346, 357 

Elements of net sales, 159 

Fiscal closing date, 215 

Inventory to net working capital, 345— 
348 

Operating expense ratios, 526 

Dry GOODS RETAILERS: 

Average collection period, 657 

Current assets to current liabilities, 
656 

Current liabilities to inventory, 657 

Current liabilities to tangible net 
worth, 657 

Elements of net sales, 159 

Fixed asscts to tangible net worth, 


296, 657 
Funded debt to net working capital, 
657 


Interquartile range of ratios, 656-657 

Inventory to net working capital, 657 

Net profit to net sales, 647 

Net profit to net working capital, 656 

Net profit to tangible net worth, 656 

Net sales to inventory, 657 

Net sales to net working capital, 657 

Net sales to tangible net worth, 656 

Operating expense ratios, 526 

Total liabilities to tangible net worth, 
657 
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Dry GOODS WHOLESALERS: 
Average collection period, 385, 653 
Business failures among, 371-372 
Current assets to current liabilities, 
203, 652 
Current liabilities to inventory, 653 
Current liabilities to tangible net 
worth, 228, 653 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 653 
Funded debt to net working capital, 
274, 653 
Interquartile range of ratios, 652-653 
Inventory to net working capital, 354, 
653 
Net profit to net sales, 575, 652 
Net profit to net working capital, 652 
Net profit to tangible net worth, 567, 
652 
Net sales to inventory, 330, 653 
Net sales to net working capital, 437, 
653 
Net sales to tangible net worth, 418, 
653 
Operating expense ratios, 526 
Total habilities to tangible net worth, 
252, 653 
“DUE PROCESS”’ CLAUSE, 25, 69 
Dun & BrapstREET, Inc. (See also Mer- 
cantile Agency) 
Bradstreet Company acquired by, 6n. 
Comparative financial statement, 
illustrated, 128-129 
Inventory breakdowns by, 82-83 
Reference Book, 23n. 
Short form financial statement, illus- 
trated, 114-115 
Study of operating records by, 528 
Dyr Works Company, INc.: 
Comparative figures, 265 
Condensed analysis, 266-268 
Funded debt to net working capital, 
264-268, 272 
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EARNED SURPLUS (See also Surplus), 
nature of, 117, 583n. 
EARNINGS: 
Net, 500 
Distortion of, 521 
Retained (see Earned Surplus) 
Stockholders’ interest concentrated on, 
39-40 
Kast Inp1a Company, Frenon, 67n. 
EASTER SHOPPING, seasonal effect of, 
209-210 
Economic uisTory, European, 334 
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Economic 1ncomg, 610 
Economic PROFIT, 497n., 512n. 
ECONOMIC VALUES: 
Balance sheets and, 609 
Depreciation based on, 609 
French law on, 611n. 
Price indexes and, 607-608, 610-611 
EcoONOMIc WEALTH, possessions and, 279 
EIGHTEENTH AMENDMENT, repeal of, 221 
ELECTRICAL APPLIANCE DISTRIBUTORS: 
Average collection period, 385, 655 
Current assets to current liabilities, 
203, 654 

Current debt to inventory, 655 

Current liabilities to tangible net 
worth, 228, 655 

Fiscal closing date, 215 

Fixed assets to tangible net worth, 
296, 655 

Funded debt to net working capital, 
274, 655 

Interquartile range of ratios, 654-655 

Inventory to net working capital, 354,’ 
655 
Net profit to net sales, 575, 654 
Net profit to net working capital, 654 
Net profit to tangible net worth, 567, 
654 

Net sales to inventory, 330, 655 

Net sales to net working capital, 437, 
655 

Net sales to tangible net worth, 414, 
655 

Total liabilities to tangible net worth, 
252, 655 

ELECTRICAL CONTRACTORS: 

Average collection period, 647 

Current assets to current liabilities, 
202, 646 

Current debt to inventory, 647 

Current liabilities to tangible net 
worth, 227, 647 

Fixed assets to tangible net worth, 
295, 647 

Funded debt to net working capital, 
273, 647 

Interquartile range of ratios, 646-647 

Inventory to net working capital, 647 

Net profit to net sales, 574, 646 

Net profit to net working capital, 646 

Net profit to tangible net worth, 566, 

646 

Net sales to inventory, 647 

Net sales to net working capital, 436, 647 

Net sales to tangible net worth, 413, 

647 

Total liabilities to tangible net worth, 

251, 647 
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ELECTRICAL PARTS AND SUPPLIES MANU- 
FACTURERS AND WHOLESALERS: 
Average collection period, 372-376, 

384-385, 649, 653 
Comparative income statements, 374, 
536 
Current assets to current liabilities, 
202-203, 646, 652 
Current debt to inventory, 649, 653 
Current liabilities to tangible net 
worth, 227-228, 649, 653 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 295- 
296, 649, 653 
Funded debt to net working capital, 
273-274, 649, 653 
Interquartile range of ratios, 648-649, 
652-653 
Inventory to net working capital, 353- 
354, 649, 653 
Net profit to net sales, 574-575, 648, 652 
Net profit to net working capital, 648, 
652 
Net profit to tangible net worth, 566- 
567, 648, 652 
Net sales to inventory, 329-330, 649, 
653 
Net sales to net working capital, 436- 
437, 649, 653 
Net sales to tangible net worth, 413- 
414, 649, 653 
Total habilities to tangible net worth, 
242-246, 251-252, 649, 653 
ELECTRICAL SPECIALTY CORPORATION: 
Comparative figures for, 243 
Condensed analysis of, 245-246 
Total liabilities to tangible net worth 
of, 242-246 
ELECTRICAL SUPPLY WHOLESALE Corp.: 
Average collection period, 372-376 
Comparative figures, 374 
Condensed analysis, 375-376 
ELEMENTS OF SALES, retail trades, 156- 
158, 171 
Evi Linty anp Company, 527n. 
Evmira & WILLIAMSPORT RAILROAD 
ComPANyY, mortgage bonds of, 259 
Emparco Act oF 1807, 280 
EMPLOYEES: 
Accrued bonuses to, 106 
Loans due from, 89 
ENDICOTT-JOHNSON CORPORATION, in- 
ventory valuation of, 310 
ENDORSEMENTS, early, 8-9 
ENGLAND: 
Base stock valuation in, 310 
Colonial trade with, 5 
ENTREPRENEURS, 561 
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Equations, used in least squares method, 
544n.—546n. 
Equrement (See also Fixed Assets; Office 
Supply and Equipment Dealers): 
Farm, dealers in: 
Elements of net sales for, 159 
Operating expense ratios for, 526 
Investment in, 294 
Notes payable for, 96, 100 
Valuation of, 86-88 
EvuRoprAN INveEsTORS, U.S. railways and, 
236-237 
EXCESS PROFITS TAX: 
Accountancy amd, 23 
Accounting for, 501, 511 
Reserves for, 107 
EXPANSION: 
Fixed assets and, 4, 34-85, 294 
Net profits and, 562 
Over-, 44 
EXPENSES: 
Administrative and general, 501, 506 
Development, 94 
Fixed, 541 
Sources of, 540n. 
Table of, 543 
Operating standard ratios of, 156-158, 
526, 528-529 
Organization, 94 
Prepaid, 88, 93, 185 
Reduction of, 3 
Selling, 501, 506, 572 
Variable, 542 
Table of, 549 
EXPRESS COMPANIBS, stock listings of, 184 
EXTRAORDINARY CHARGES: 
Classification of, 501, 509-511 
Net profit or loss before, 508 
Views on treatment of, 587, 594 
Eyster v. Centennial Board of Finance, 
614n. 
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FABRICANT, SOLOMON, 603 
“Business Costs and Business Income 
under Changing Price Levels,”’ 
604n. 
Factors: 
Attributes of, 179n. 
Current ratio and, 178 
Definition of, 178n. 
Loans from, 425, 427 
Operation of, 178n., 408 
FAcTORY SYSTEM: 
Evolution of, 280-281 
And growth of towns, 280 
FaiLures (see Business Failures) 
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Fauu River, Mass., factory system and 
growth of, 280 
FAMILY CLOTHING STORES: 
Elements of net sales, 159 
Operating expense ratios, 526 
FARM EQUIPMENT DEALERS: 
Elements of net sales, 159 
Operating expense ratios, 526 
FARM SUPPLY STORES: 
Elements of net sales of, 159 
Operating expense ratios for, 526 
FasuHIon, influence of, 335 
FEDERAL AGENCIES, securities of, 72 
FEDERAL CONSTITUTION (see United 
States, Constitution) 
FEDERAL CorporaTEe Tax Law or 1909, 
211 
FEDERAL Home LOAN BANKS, securities 
of, 75 
FreperAL Housing ADMINISTRATION, 
guaranteed securities of, 75 
FEDERAL INCOME TAX (see Income Taxes) 
FrprraL LAND BANKs, securities of, 75 
FrprerRAL NationaL Mortcace Asso- 
CIATION, securities of, 75 
FrpreraL Reserve Act, 19, 620 
FrprraL Reserve BANK or New YORK: 
Balance sheet form, illustrated, 20-21 
Financial statement forms, 20-21, 
188 
Long, 79, 82, 500 
Illustrated, 102-105 
Short, illustrated, 98-99 
FrpERAL RESERVE Banks, rediscounting 
with, 19, 620 
FEDERAL RESERVE BOARD: 
Approved Methods for the Preparation of 
Balance Sheet Statements, 621, 629- 
631 
Balance sheet form, 20, 621 
Examination of Financial Statements 
by Independent Public Accountants, 
630 
Income statement suggested by, 507, 
628 
And rediscount right, 19 
And uniform accounting principles, 
619, 628, 640 
Uniform Accounts, 19, 621, 629 
Verification of Financial Statements, 
507, 621, 629-630 
FEDERAL RESERVE SysTEM, organization 
of, 19, 620-621 
FIrTEENTH AMENDMENT, 23 
FIGURES: 
Arabic (see Arabic Numerals) 
Current, review of, 33-34 
Interpretation of, 3 
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Ficures (continued): 
Yearly, consecutive, desirability of, 
448-449 
FILLING stations, fiscal closing date for, 
215 
FINANCE COMPANIES, assignment of ac- 
counts to, 101, 106 
FINANCIAL INFORMATION, 49-51, 58-63 
FINANCIAL STATEMENTS (See also Balance 
Sheet; Income Statement): 
Absence of analysis of, 19, 40-41 
Accounting conventions in, 302, 
612-614 
Adjusted: 
Commercial Truck Corporation, 
397-404 
Magazine Publishing Co., Inc., 
5383-535 
Analysis of (see Analysis) 
Blanks for (see Statement blanks) 
Cents omitted from, 602n. 
Certified, 28 
And changing price levels, 603-606 
Classification of items on, 1384-135 
guide to, 123-126 
Comparative: 
Bank, 446 
Beer Brewing Co., Inc., 298 
Blankbook Manufacturing Com- 
pany, 167 
Boiler manufacturer, 247 
Candy manufacturer, 459 
Chain Drug Stores, Inc., 346 
Chain Retail Grocery Corporation, 
230 
Chemical manufacturer, 323 
Clothing manufacturer, 318, 393, 
416, 424 
Clothing retailers, 161, 315 
Cold Storage Warehouse Corpora- 
tion, 486 
Commercial Printing Corporation, 
194 
Commercial Truck Corporation, 399, 
404 
Controlled Mechanism Corporation, 
451 
Cotton Goods Converting Co., 342 
Department Store Corporation, 577 
Department stores, 239, 288, 577 
Drugstores, 346, 357 
Dye Works Company, Inc., 265 
Electrical parts and supplies manu- 
facturer, 243 
Electrical Specialty Corporation, 243 
Electrical Supply Wholesale Corpo- 
ration, 374 
Folding Carton Corporation, 38 
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FINANCIAL STATEMENTS (continued): 


Comparative (continued): 
Forms for: 
Dun «& Bradstreet, Inc., illus- 
trated, 128-129 
Early use of, 446 
First National Bank of Chicago, 
illustrated, 130-131 
Mercantile Trust Co., St. Louis, 
illustrated, 132-133 
National Association of Retail 
Credit Men, illustrated, 121 
National Credit Office, illustrated, 
118-119 
Foundries, 381, 472 
Fruit and Vegetable Canners, Inc., 
350 
Fuel and oil wholesaler, 284—287 
Funds statement from, 479-491 
Furniture manufacturer, 197 
Gasoline and lubricating oil whole- 
saler, 568 
Grocery wholesalers and retailers, 
172, 236, 438 
Haberdashery, 161 
Industrial Chemicals, Inc., 323 
Kitchen Equipment Manufacturing 
Corporation, 261 
Ladies Coat Company, Inc., 393 
Ladies Specialty Shop, 164 
Launch builder, 224 
Liquor distributors, 221, 420 
Liquor Wholesale Corporation, 221 
Lubricating oil and gasoline dis- 
tributor, 568 
Lumber wholesaler, 291 
Martel, Marie, specialty shop, 164 
Men’s Clothing Company, Inc., 221 
Men’s shirt manufacturer, 424 
Men’s Suit Company, Inc., 318 
Midwestern Department Store, Inc.. 
288 
Oil Refining Corporation, 254 
Paint & Varnish Mfg. Co., 200 
Period Furniture Co., Inc., 197 
Piece goods finisher, 265 
Pipe fittings manufacturer, 269 
Plumbers Specialty Manufacturing 
Corporation, 381 
Posting of, 137-141 
Power Boiler Corporation, 247 
Pure Candy Corporation, 459 
Resort Department Store, Inc., 239 
Retail Drug Chain, Inc., 357 
Retail Furniture Company, 481 
Retail Men’s Clothing, Inc., 315 
Robbins, Fred A., haberdasher, 16) 
Royal Foundry Co., Inc., 381 
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FINANCIAL STATEMENTS (continued): 
Comparative (continued): 
Running horizontal comparison of, 
141 
Shipbuilding Corporation, 224 
Shirt Mfg. Co., Inc., 424 
Sinclair, Arthur, grocer, 172 
Southern Foundry Company, Inc., 
472 
Style Dress Manufacturers, Inc., 
416 
Toy wholesaler, 378 
Truck manufacturers, 399, 404 
Valve & Pipe Manufacturing Co., 
269 
Vegetable and fruit canner, 350 
West Coast Wholesale Lumber Co., 
Inc., 291 
Wholesale Fuel & Oil Corporation, 
285 
Wholesale Gasoline and Lubricating 
Oil, Inc., 568 
Wholesale Grocery Corporation, 438 
Wholesale Liquor Distributors, Inc., 
420 
Wholesale Paper Company, 371 
Wholesale Toy Corporation, 378 
Wholesale Woolen Company, 165 
Women’s coat manufacturer, 393 
Woolen Cloth Mills, Inc., 431 
Yacht builder, 224 
Consecutive yearly figures on, 448-449 
Consolidated, 59-62, 407 
American Machine Corporation and 
Subsidiary Companies, 141 
Book Cloth Manufacturing Corpora- 
tion, 406-410 
Deficiencies in, 626-627 
Definition of, 60-61, 74 
Industrial Machinery Manufactur- 
ing Co., Inc., 439-441 
Machinery Manufacturing Corpora- 
tion, 142-143 
Sccuritics and Iixchange Commission 
rules, 61 
Wholesale Dry Goods Corporation, 
468-470 
Corporation, 499 
Correct representations in, 48-49 


Dates important on, 447-449 
Deficiencies in, 626-627 
Depreciation shown on, 4 


Detailed information on, 631 
Karly: 
Audited, 8 
Seareity of, 4-12, 390 
Iexactness of, 602 
Iexamination of, by independent public 
accountants, 630 
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FINANCIAL STATEMENTS (continued): 
Expansion in use of, 23-30, 628, 635 
Facts represented on, 67n., 603-611 
False, 6157.-616n. 

Federal Reserve Board pamphlets on 
(see Federal Reserve Board) 

Filing of, 28 

Forms for (See also Comparative, 
above), 118-126, 128-133, 136, 138, 


140 

Dun & Bradstreet, Jnc., 114-115, 
128-129 

Federal Reserve Bank of New York, 

20-21, 188 

Long, 79, 82, 102-105, 500 
Short, 98-99 

Federal Reserve Board, 20, 507, 620, 
628 

National Association of Credit Men, 
ules ake, UIPAL 


Fraudulent, 50-54 
Importance of, 3-4 
Incorrect representations, honest and 
dishonest, 50-54 
Increased availability of, 178 
Index numbers used in, 607-608, 610- 
611 
Individual, 62-63 
Interpretation of, 19, 45 
Need for, 3-4 
Philosophy underlying, 599-640 
Preparation of, 29, 30 
Best time for, 214 
Recorded facts in, 603-611 
Relativity of, 601-617 
Of small business enterprises, 59, 155 
And sources and application of funds, 
474-478 
Stabilized, 607-611 
Of subsidiaries, individual, 62-63 
Three kinds of, 3 
Unaudited, 29, 30 
Verification of, 23, 628-629 
FINISHED Goops (See also Inventory): 
Purchase of, 304 
Valuation of, 72, 82-84 
Fires, fraudulent, 51, 54n. 
FIRST-IN FIRST-OUT INVENTORY VALUA- 
TION METHOD, 304-305 
First NaTronaL BANK or Boston, 7n. 
First NationaL BANK or CurcaGco: 
Comparative financial statement, illus. 
trated, 130-131 
Statement blanks of, 180n. 
First War Pownr Act or 1941, 107n. 
First Worup War (see War) 
FISCAL CLOSING DATES, 215-217 
FISCAL YEAR: 
Change from calendar year to, 212-213 


INDEX 


FIscAL YEAR (continued): 

Closing dates, 215-217 

Comparative analysis of balance 
sheets, 447-448 

Natural (see Natural Business Year) 

Fiske, JIM, speculation by, 26 

FITzGERALD, WILLIAM N., 17 

FIXED ASSETS: 

Capital surplus from markup of, 585 
Changes in, 37 
Classification of, 86-88 
Comparative relationships of, 283-284 
Composition of, 86 
Consumption of, 72n. 
Definition of, 85-86 
Definition of cost for, 606 
Depreciated economic value of, 4, 605, 
613 
Excessive, 4 
Expansion in, 34-35 
Investment in, 42, 170, 418, 571 
Heavy, 42-43 
Low, 294 
Markup of, 585 
Revaluation of, in France, 611n. 
To tangible net worth, 279-301, 
647, 649, 651, 653, 655, 657 
Illustration of, 284-293 
Typical ratios of, 293-297 
Value of: 
Cost less depreciation, 281-282 
Liquidation, 282 
Market, 282 
Replacement less depreciation, 282 
FIXED EXPENSES (See also Expenses): 
Definition of, 540 
Knitted Underwear Corporation, table 
of, 542-547 

Frxe., Artuur E., False Financial State- 
ments: Remedies of Defrauded Credi- 
tors, 52n. 

Fyexp, R. I., ‘Classification and Termi- 
nology of Individual Balance Sheet 
Items,” 111n. 

FLOOR COVERINGS STORES: 

Elements of net sales, 159 
Operating expense ratios, 526 

FLORENCE, ITaLy, accounting records in, 
65 

Fiorina, assigned-receivables statute in, 
106n. 

FLORISTS, RETAIL: 

Elements of net sales, 159 
Fiscal closing date, 215 
Operating expense ratios, 526 

FLOUR MILLERS: 

Financial statements, 214 
Fiscal closing date, 215 
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Foutpine Carton Corporation: 
Comparative financial statement, 38 
Viewpoints toward analysis, 32-46 

Foop RETAILERS (See also Groceries, 

Wholesale and Retail): 
Elements of net sales, 159 
Operating expense ratios, 526 

ForGan, JAMEs B.: 

“Evolution in Banking Thought dur- 
ing the Past Generation,”’ 9n. 
Quoted, 8-9 

FORMULAS, intangible worth of, 94 

Fou.ks, Roy A.: 

The Balance Sheet of the Future, 336n. 

Behind the Scenes of Business, 54n. 

Current Trends in Terms of Sale, 80n. 

House of Baring in American Trade 
and Finance, Qn. 
Peaks and Valleys in Wholesale Prices 
and Business Failures, 311n. 
Practical Financial Statement Analysis, 
624n. 

The Sinews of American Commerce, 5n., 
233n.-234n., 334n., 371n. 

The Story of the Factor, 178n. 

A Study of the Theory of Corporate Net 
Profits, 563n. 

FOUNDRIES: 

Average collection period, 384, 649 

Comparative figures, 472 

Current assets to current liabilities, 
202, 648 

Current debt to inventory, 649 

Current liabilities to tangible net 
worth, 227, 649 

Fiscal closing date, 215 

Fixed assets to tangible net worth, 
295, 649 

Funded debt to net working capital, 
273, 649 

Interquartile range of ratios, 648-649 

Inventory to net working capital, 352- 
353, 649 

Net profit to net sales, 574, 648 

Net profit to net working capital, 648 

Net profit to tangible net worth, 566, 
648 

Net sales to inventory, 329, 649 

Net sales to net working capital, 436, 
649 

Net sales to tangible net worth, 413, 
649 

Total liabilities to tangible net worth, 
251, 649 

Fourtu Nationau Bank or NEw YORK, 

statement blanks, 180n. 

FRANCE: 

Accounting methods in, 611n. 
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FRANCE (continued): 
Bankruptcy laws in, 52n. 
Currency inflation in, 12, 604, 607 
Revaluation of fixed assets in, 611n. 
FRANCHISES, intangible worth of, 94 
Fravup, 50n., 52n.-53 
FREIGHT COMMERCE, early, 234n., 


Frencu East Inpia Company, 67n. 


FRESH FRUIT AND PRODUCE WHOLESALERS: 


Average collection period, 385, 653 

Current assets to current liabilities, 
203, 652 

Current debt to inventory, 653 

Current liabilities to tangible net 
worth, 228, 653 

Fiscal closing date, 215 

Fixed assets to tangible net worth, 
296, 653 

Funded debt to net working capital, 
274, 653 

Interquartile range of ratios, 652-653 


Inventory to net working capital, 352, 


354, 653 
Net profit to net sales, 575, 652 
Net profit to net working capital, 652 
Net profit to tangible net worth, 565, 
567, 652 
Net sales to inventory, 330, 653 
Net sales to net working capital, 437, 
653 
Net sales to tangible net worth, 412, 
414, 653 
Total liabilities to tangible net worth, 
252, 653 
FRUIT AND VEGETABLE CANNERS (see 
Canners of Fruit and Vegetables) 
Fruir & VEGETABLE CANNERS, INc.: 
Comparative figures, 350 
Condensed analysis, 351-352 
Inventory to net working capital, 348- 
352 
Fruit & VeceTaBLe CANNING CoMPAny, 
Inc., balance sheet of, 578-579 
FUEL AND OIL WHOLESALERS, fixed assets 
to tangible net worth of, 284-287 
FuNDED pest (See also Liabilities) : 
Characteristics of, 257-259 
Current maturity of, 96, 108 
Heavy, 43, 106, 208, 275 
Interest and, 4, 106 
Long-term, 109-111 
To net working capital, 257-278, 449, 
647, 649, 651, 653, 655, 657 
Illustrations and relationships of, 
259-271 
Typical ratios of, 271-275 
Types of items in, 109 
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FunpDs: 
Applications of, 477-478 
Capital, 44, 477-478 
Cash, 473 
Contribution of additional, 474, 477 
Definition of, 473 
Profits and, 561-562 
Sources of, 473-477 
Statements of applications and sources 
of, 473-491 
Examples of, 478-491 
Working capital, 473 
FUNDS STATEMENT: 
Definition of, 473 
Illustrations of, 478-491 
FuR COAT MANUFACTURERS, seasonal 
operations and current liabilities of, 
209 
Fur INDUSTRY, promissory notes in, 80 
FURNACE MANUFACTURERS (see Oven, 
Range, and Stove Manufacturers) 
FuRNISHINGS (see Men’s Furnishings) 
FURNITURE AND FIXTURES (See also As 
sets), valuation of, 86-88 
FURNITURE MANUFACTURERS: 
Average collection period, 284, 649 
Comparative figures, 197 
Current assets to current liabilities, 
196-198, 202, 648 
Current debt to inventory, 649 
Current liabilities to tangible net 
worth, 227, 649 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 295, 
649 
Funded debt to net working capital, 
273, 649 
Interquartile range of ratios, 648-649 
Inventory, 198n. 
Inventory to net working capital, 353, 
649 
Net profit to net sales, 574, 648 
Net profit to net working capital, 648 
Net profit to tangible net worth, 566, 
648 
Net sales to inventory, 329, 649 
Net sales to net working capital, 436, 
649 
Net sales to tangible net worth, 413, 
649 
Seasonal operations and current liabili- 
ties, 210 
Total liabilities to tangible net worth, 
251, 649 
FURNITURE STORES, CASH OR CREDIT: 
Average collection period, 361, 370 
Elements of net sales, 159 
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FURNITURE STORES, CASH OR CREDIT 
(continued): 
Sources and applications of funds, 480- 
485 
Typical operating expense ratios, 526 
FURNITURE STORES, 50 PER CENT OR MORE 
INSTALLMENT: 
Average collection period, 385, 657 
Current assets to current liabilities, 
203, 656 
Current debt to inventory, 657 
Current liabilities to tangible net 
worth, 228, 657 
Fiscal closing date, 215 
Fixed assets to tangible net worth, 296, 
657 
Funded debt to net working capital, 
274, 657 
Interquartile range of ratios, 656-657 
Inventory to net working capital, 352, 
354, 657 
Net profit to net s:les, 575-576, 656 
Net profit to net working capital, 
656 
Net >rofit to tangible net worth, 567, 
656 
Net sales to inventory, 330, 657 
Net sales to net working capital, 435, 
437, 657 
Net sales to tangible net worth, 414~- 
415, 657 
Total liabilities to tangible net worth, 
ATA) (YL 


G 


Gant, Donatp R.., ‘“Tilusion in Lease 
Financing,”’ 122n., 134n. 
GARAGES, fiscal closing date, 216 
GASOLINE, FUEL OIL, AND LUBRICATING 
OIL WHOLESALERS: 
Average collection period, 385, 653 
Comparative figures, 568 
Current assets to current liabilities, 
203, 652 
Current debt to inventory, 653 
Current liabilities to tangible net 
worth, 228, 652 
Fiscal closing date, 216 
Fixed assets to tangible net worth, 296, 
653 
Funded debt to net working capital, 
274, 653 
Interquartile range of ratios, 652-653 
Inventory to net working capital, 352, 
354, 653 
Net profit to net sales, 575, 652 
Net profit to net working capital, 652 
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GASOLINE, FUEL OIL, AND LUBRICATING 
OIL WHOLESALERS (continued): 
Net profit to tangible net worth, 567, 
652 
Net sales to inventory, 330, 653 
Net sales to net working capital, 436, 
653 
Net sales to tangible net worth, 414, 
653 
Total liabilities to tangible net worth, 
252, 653 
GASOLINE REFINERS, fiscal closing date, 
216 
GASOLINE SERVICE STATIONS: 
Elements of net sales, 159 
Operating expense ratios, 526 

Ger, Epwarp F., Vhe Evaluation of Re- 

cewables and Inventory, 337n. 

GENERAL Evectric CoMPany, current- 

asset segregation by, 181 

GENERAL Foops CoRPORATION, omission 

of cents from statements of, 602n. 

GENERAL MERCHANDISE RETAILERS: 
Elements of net sales, 159 
Fiscal closing date, 216 
Operating expense ratios, 526 

GENERAL Motors CorporatIoN, finan- 

cial statements of, 619 
GENOA, ITALY, accounting records in, 
65 

Grorcr, HENRY: 

Land value theories of, 560-561, 612 
Progress and Poverty, 560 

GEORGIA, assigned-receivables statute in, 

106n. 

GERMANY: ; 
Accounting methods in, 607, 611 
American loans to, 562 
Currency inflation in, 12, 604, 607 
Defaulted bonds of, 562 

GIFT SHOPS: 

Elements of net sales, 159 
Fiscal closing date, 216 
Operating expense ratios, 526 
GLASS MANUFACTURERS, fiscal closing 
date, 216 
GLASSWARE AND CROCKERY MANUFAC- 
TURERS, fiscal closing date, 215 
GLOVE MANUFACTURERS, fiscal closing 
date, 216 
GuucosE SuGarR ReErrnine Co., listing 
application of, 26 
Gopparpb, WILLIAM, credit report on, 9 
GOLD MONEY, fluctuating purchasing 
power of, 608 
Goop WILL: 
As asset, 268 
Valuation of, 188 
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Goons IN process (See also Inventory), 
valuation of, 72, 82-84 
GOTLIEB, early accounting text of, 68 
Gouge, WiLu1AM M.: 
Quoted, 372 
A Short History of Paper Money and 
Banking in the United States, 372n. 
GouLp, JAY, speculation by, 26 
GOVERNMENT SECURITIES (See also 
Bonds): 
As collateral, 55 
As current assets, 72, 75-78 
GOVERNMENT WAR CONTRACTS, advance 
payments on, 107n. 
Gravy, PAvL, 68n., 637-638 
GRADUATE SCHOOL oF Business ADMIN- 
ISTRATION (see Harvard Graduate 
School of Business Administration) 
GRAHAM, BENJAMIN, Security Analysis, 
113n., 258n., 517 
GraHaM, WILLARD J., “The Effect of 
Changing Price Levels upon the 
Determination, Reporting, and In- 
terpretation of Income,’’ 605n., 609n. 
GRAIN DEALERS, fiscal closing date, 216 
GRAIN MILLS AND ELEVATORS, fiscal clos- 
ing date, 216 
Great Britatn, base stock valuation in, 
310 
GREAT DEPRESSION OF THE 1930s (see 
Depression) 
GREECE, currency inflation in, 12 
GREENBACKS (See also Currency), 12-13 
GROCERIES, RETAIL (see Meat and Gro- 
cery Retail Stores) 
GROCERY WHOLESALERS: 
Average collection period, 385, 653 
Comparative figures, 438 
Current assets to current liabilities, 
203, 652 
Current debt to inventory, 653 
Current liabilities to tangible net 
worth, 228, 653 
Fiscal closing date, 216 
Fixed assets to tangible net worth, 296, 
653 
Funded debt to net working capital, 
274, 653 
Interquartile range of ratios, 652-653 
Inventory to net working capital, 352, 
354, 653 
Net profit to net sales, 575, 652 
Net profit to net working capital, 652 
Net profit to tangible net worth, 565, 
567, 652 
Net sales to inventory, 330, 651 
Net sales to net working capital, 435, 
437, 653 
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GROCERY WHOLESALERS (continued): 
Net sales to tangible net worth, 414, 
653 
Total liabilities to tangible net worth, 
252, 653 
GROSS MARGINS: 
Percentage of, increased, 528 
Typical, 528 
GROSS PROFIT: 
Decreasing, 3 
Explanation of, 497n.—498n., 500, 504- 
505 
Natural, 505 
Section on income statement, 501-505 
Studies on, 504n.—505n. 
Gross SALES, 160, 500-502 
GROUND RENT AS TAX, 561 
GROUP INSURANCE, 213n. 
GUARANTEED SECURITIES OF FEDERAL 
GOVERNMENT, 75-78 
GUIDE TO CLASSIFICATION OF BALANCE 
SHEET ITEMS, 123-126 
GuLF Oi CorPoRATION, omission of 
cents from statements of, 602n. 
GuTHMANN, Harry G., Corporate Finan- 
cial Policy, 259n. 
Gururiz, Epwin, 22 
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HABERDASHERY (see Men’s Furnishings) 
HARDWARE RETAILERS AND WHOLE- 
SALERS: 

Average collection period, 385, 6538, 
657 

Current assets to current liabilities, 
203, 652, 656 

Current debt to inventory, 653, 657 

Current liabilities to tangible net 
worth, 228, 653, 657 

Elements of net sales, 159 

Fiscal closing date, 216 

Fixed assets to tangible net worth, 296, 
653, 657 

Funded debt to net working capital, 
274, 653, 657 

Interquartile range of ratios, 652-653, 
656-657 

Inventory to net working capital, 354, 
653, 657 

Net profit to net sales,°575, 652, 656 

Net profit to net working capital, 652, 
656 

Net profit to tangible net worth, 567, 
652, 656 

Net sales to inventory, 330, 653, 657 

Net sales to net working capital, 435, 
437, 653, 657 
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HARDWARE RETAILERS AND WHOLE- 
SALERS (continued): 
Net sales to tangible net worth, 414- 
415, 653, 657 
Operating expense ratios, 526 
Total liabilities to tangible net worth, 
252, 653, 657 
HARDWARE AND TOOL MANUFACTURERS: 
Average collection period, 384, 649 
Current assets to current liabilities, 
202, 648 
Current debt to inventory, 649 
Current liabilities to tangible net 
worth, 227, 649 
Fiscal closing date, 216 
Fixed assets to tangible net worth, 295, 
649 
Funded debt to net working capital, 
273, 649 
Interquartile range of ratios, 648-649 
Inventory to net working capital, 353, 
649 
Net profit to net sales, 574, 649 
Net profit to net working capital, 
648 
Net profit to tangible net worth, 566, 
648 
Net sales to inventory, 329, 648 
Net sales to net working capital, 435- 
436, 649 
Net sales to tangible net worth, 413, 
649 
Total liabilities to tangible net worth, 
251, 649 
Harem Bonps, New York Stock Ex- 
change quotation on, 236 
‘Harprr, Cuaruss A., Co., colonial credit 
report on, 9 
Harrincton, Virainia D., The New 
York Merchant on the Eve of the 
Revolution, 7n. 
Harris, THADDEUS Mason, quoted, 
234n. 
Harrison, G. CHARTER: 

The Gold Mine Is in Volume! 541n. 
The Profit Pattern, Road Map of the 
Manufacturer, 30n., 543n. 

Quoted, 542-543, 572 

Swamped in a Sea of Figures, 543n. 

What! No Reports at All, Mr. Knudsen? 
572n. 

Harvarp GRADUATE SCHOOL OF BUSINESS 
ADMINISTRATION: 

Baker Library, 68n., 181 

Bureau of Business Research Bulletin, 
527n. 

Gross profit percentage profit studies 
of, 505n. 
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Hasxins & SELLs: 

Harliest current asset subtotals used 
by, 189 

View of, on extraordinary charges, 
588 

Haskins & Seis FounpaTion, 630n. 

HAT MANUFACTURERS, fiscal closing date, 
216 

Hatrietp, Henry Ranp: 

“An Historical Defense of Bookkeep- 
ing,’”’ 65 

Quoted, 66 

Statement of Accounting Principles, 
90n., 511n., 622, 630 

Hazarp, EpGerron, quoted, 588 

Heats Institute, Inc., false financial 
statement of, 616n. 

HEATING AND PLUMBING CONTRACTORS, 
fiscal closing date, 216 

HEATING SUPPLIES (see Plumbing and 
Heating Supplies Wholesalers) 

Hetser, Herman C., Budgeting Princi- 
ples and Practice, 538n. 

Hennessy, Joun L., “Recording of 
Lease Obligations and Related 
Property Rights,” 134n. 

HERBERT, J. Brooks, Business Budgeting 
and Control, 538n. 

Hipy, Raupey W.: 

House of Baring in American Trade 
and Finance, 9n. 

“The Organization and Functions of 
Anglo-American Merchant 
Bankers,”’ 9n. 

Hitu, Grorce §8., The Law of Account- 
ing and Financial Statements, 614n. 

HIMMELBLAU, Davin, quoted, 588 

Hite, WASHINGTON: 

Credit Reference Book, 10n. 

Credit reports of, 10 

HoaGuanp, Henry E., Corporation 
Finance, 259n. 

Horcstrept, Ripceway, “Economics 
and Accounting,’ 498n. 

HOLDING COMPANIES, PUBLIC UTILITY, 
stock dividends of subsidiaries, 620 

HoLianp: 

Base stock valuation in, 310 

As center of world trade, 334 

Hoxyoxer, Mass., factory system and 
growth of, 280 

Home Owner’s Loan CorporatTION, 
guaranteed securities of, 75 

HostmRY MANUFACTURERS: 

Average collection period, 360, 384, 
649 

Current assets to current liabilities, 
202, 648 


688 


HosIERY MANUFACTURERS (continued): 
Current debt to inventory, 649 
Current liabilities to tangible net 
worth, 227, 649 

Fixed assets to tangible net worth, 
295, 649 

Funded debt to net working capital, 
273, 649 

Interquartile range of ratios, 648-649 

Inventory to net working capital, 353, 
649 

Net profit to net sales, 574, 648 

Net profit to net working capital, 
648 

Net profit to tangible net worth, 566, 
648 

Net sales to inventory, 329, 649 

Net sales to net working capital, 436, 
649 

Net sales to tangible net worth, 413, 
649 

Total liabilities to tangible net worth, 
251, 649 
Hosimry AND UNDERWEAR WHOLESALERS: 
Average collection period, 385, 655 
Current assets to current liabilities, 
203, 654 

Current debt to inventory, 655 

Current abilities to tangible net 
worth, 228, 655 

Discount terms, 1627. 

Fixed assets to tangible net worth, 
296-297, 655 

Funded debt to net working capital, 
274, 655 

Interquartile range of ratios, 654-655 

Inventory to net working capital, 354, 
655 

Net profit to net sales, 575, 654 

Net profit to net working capital, 
654 

Net profit to tangible net worth, 565, 
654 

Net sales to inventory, 330, 655 

Net sales to net working capital, 437, 
655 

Net sales to tangible net worth, 414, 
655 

Total liabilities to tangible net worth, 
252, 655 

Hore .s, fiscal closing date, 216 

HousmnoLp APPLIANCES (sce [lectrical- 

applianee Distributors) 

HUDSON CONVERTIBLE BONDS, New York 

Stock Exchange quotations on, 236 

Hupson River Line, consolidated with 

New York Central, 281 
Hunt, Sets B., 7 
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Ick, ARTIFICIAL, MANUFACTURERS OF, 
fiscal closing date, 216 

IcE CREAM MANUFACTURERS, fiscal clos- 
ing date, 216 

Ipano, assigned-receivables statute in, 
106n. 

ILLINOIS CENTRAL RAILROAD BONDS, 
New York Stock Exchange quota- 
tions on, 236 

IMMIGRATION, business enterprises and, 
24 

Importers, 335 

IMPORTERS AND TRADERS NATIONAL 
Bank, 13 

IMPROVEMENTS, investment in, 294 

INCOME: 

Deferred, 400 

Definition of, 497n.-498n. 

Determination of, items included in, 
589 

Flow of, 156 

Gross, 411 

Miscellaneous, deductions from, 510- 
511 

Net, 170, 572 

Operating, from outside operations, 522 

Statistics on, 572n. 

Unearned, 109, 112 

INcoMeE account, consolidated, 523-524 

INCOME CHARGES, 509-511 

INCOME CREDITS, 509 

INCOME STATEMENT (See also Financial 
Statements; Profit): 

Adjustment of, 533-535 
All-inclusive type of, 591-593 
Analysis of, 516-537 
Comparative, 524, 529-533 
Internal, 524-531 
And changing price levels, 604-606 
Cold Storage Warehouse Corporation, 
487 
Comparative, 530, 536-537, 558 
Electrical parts and supplies manu- 
facturer, 374, 536 
Funds statements from, 485-491 
Knitted Underwear Corporation, 542 
Need for, 3-4 
Radio Parts Manufacturing Cor- 
poration, 558 
State Department Store, Inc., 529- 
533 
Wholesale Dry Goods Corporation, 
468-470 
Wholesale Woolen Company, 165- 
167 
Condensed, inadequacy of, 500 
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INCOME STATEMENT (continued): 


Consolidated (see Consolidated Income 
Statement) 

Contents of, 499-515 

Current operating performance type of, 
592-593 

Definition of, 516 

Early, 619-620 

Illustrated, 507, 510 

Explanation of, 497-515 

Final net profit or loss section of, 503, 
508-514 

Gross profit section of, 500-505 

Information given on, 631 


InpusTRIAL Macuinpry Manuractur- 
ING Co., INc., consolidated balance 
sheet of, 439-441 

INDUSTRIALS: 

Balance sheets of, 181, 184-185 
Tllustrated, 184-187 
Bond issues of, 237 
Karly, 25-26 
Financial statements of, 188 
Listed on New York Stock Exchange, 
184-185 
INFANTS’ AND CHILDREN’S WEAR STORES: 
Elements of net sales, 159 
Operating expense ratios, 526 


Information obtained from, on sources INFLATION: 

and applications of funds, 485- Effects of: 

491, 494 On accounting procedures, 604-607, 
Integrated with balance sheet, 608 610-611 


Magazine Publishing Co., Inc., 533- 
535, 594 

Manipulations in, 517-524 

Men’s Furnishing Shop, Inc., analysis 
of, 525-529 


Operating profit section of, 500, 505— 


508 
As part of financial statement, 3-4, 
67n. 
Preparation of, 29, 628-629 
Principal items in, 499-514 
Sales analysis and, 171 
Verification of, 629 


INCOME TAX LAWS: 


Balance sheet evolution and, 69 
Federal, 211, 302 


INCOME TAXES: 


Accountancy and, 23 

Accounting for, 501, 511 

Corporate, 310 

Deductions and, 606 

On income statement, 501, 511 

Net profits after, 1597. 

Reduction of, through inventory valua- 
tion, 302 

Reserves for, 513n. 

Savings on, 307n. 


On business, letter showing, 13n. 
After wars, 12, 80, 604, 607-609, 610-611 
INGERSOLL RAND COMPANY, omission of 
cents from statements of, 6027. 
INSECTICIDE MANUFACTURERS, fiscal clos- 
ing date, 216 
INSTALLMENT FURNITURE RETAILERS (sec 
Furniture Stores, 50 Per Cent or 
More Installment) 
INSTALLMENT NOTES, 80-81 
INSTALLMENT SALES: 
Average collection period for, 370 
Deferred income and, 112 
Department stores, 210 
Down payments on, 370 
Furniture (see Furniture Stores) 
Net credit, 370 
INSURANCE: 
Cash surrender value of, 88-89 
Prepaid, 185 
INsuRANCE Company OF NortH Ammr- 
Ica, charter of, 234 
INTANGIBLE ASSETS: 
Depreciation of, 94 
List of, 94 
INTEREST: 
Default on, 110 


INDENTURES, 258 As financial charge on income state- 
INDEX NUMBERS, 607-612 ment, 127, 501, 508 
InpDIANS, AMERICAN, private property. Funded debt and, 4, 106 
among, 560 Minority, 248 
INDUSTRIAL BONDS, early, 237 INTEREST CHARGES, 330 
INDUSTRIAL CHEMICAL MANUFACTURERS INTERNAL ANALYSIS: 
(see Chemical Manufacturers) Balance sheet, 445 
INDUSTRIAL CHEMICALS, INC.: Income statement, 524-531 
Comparative figures, 323 INTERNAL REVENUE SERVICE: 
Condensed analysis, 324-325 And depreciation deductions, 606 
Net sales to inventory, 322-325 Statistics of Income, 157n., 279n., 
INDUSTRIAL MACHINERY MANUFACTURERS 572n. 


(see Machinery Manufacturers) INTERNATIONAL FINANCE, 561 
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INTERNATIONAL Marcu CorpPoRATION, 
losses to stockholders of, 54 
INTERQUARTILE RANGE OF RATIOS: 
Explanation of terms used in, 645 
For manufacturers, 646-653 
For retailers, 656-657 
Summary of, 329-331 
For wholesalers, 652-655 
INTERSTATE COMMERCE AcT, 27n. 
IntTERSTATE Hosiery Mitts, INc., 
tangible net worth, 615n. 
INVENTORY: 
Accounts payable and, 169 
Aging of, 311-313 
Balance in, 302 
Breakdown of, 82 
Contraction of, 161 
Control of, need for, 310-313 
Cost of sales to, 327 
As current asset, 155 
Department store, fluctuation, 210 
End of natural business year, 213 
Ending, 339 
Excessive, 45-46, 56-57, 310, 312, 328, 
330, 338, 399 
Fraudulent, 336 
Importance of, 310 
Income flow and, 156 
Of industries using first-in first-out 
method, 305 
Light, profits and, 312 
Net sales to, 302-333, 338 
Illustrations of, 314-325 
Interquartile range of ratios for, 647, 
649, 651, 653, 655, 657 
Typical ratios of, 325-330 
To net working capital, 314, 334-357 
Illustrations of, 341-352 
Interquartile range of ratios for, 647, 
649, 651, 653, 655, 657 
Supplementary relationships in, 338- 
341 
Typical ratios for, 352-354 
Overvaluation of, 57 
Perpetual, 82 
Physical, 82 
Price levels and, 337 
As purchasing problem, 313 
Reduction of, purpose of, 303n. 
Replacement of, 304 
Size of, 302 
Guides to, 314 
And size of business, 170 
Turnover of, 305, 327-328 
Definition of, 327 
Importance of, 338 
Low, 326 
Rapid, 309-310 
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INVENTORY (continued): 
Turnover of (continued): 
Undervaluation of, 5197. 
Valuation of (see Inventory Valuation) 
Write-down and, 4 
INVENTORY VALUATION: 
Additional methods of, 304n. 
Average cost method of, 307 
Base stock method of, 309-310 
Basis for, 304 
At cost or market, whichever is lower, 
4, 82, 282, 302-310, 616-617 
First-in first-out method of, 304-305 
Fraudulent, McKesson & Robbins, 
Inc., 336 
Last-in first-out method of, 306-307 
Personal judgment and, 179-180, 616 
Responsibility for, 335-336 
Retail method of, 308-309 
Standard cost method of, 308 
Tobacco industry, 307n. 
Verification of, 336 
INVESTIGATIONAL FACTS, 49, 54-58 
INVESTIGATIONS: 
Bank, 54-56 
Trade, 54, 56-58 
INVESTMENT Company Act oF 1940, 27, 
29 
INVESTMENT DEMAND CURVE, 224-225 
Chart, 225 
INVESTMENT SERVICES, working-capital 
computations by, 190 
INVESTMENTS: 
As fixed assets, 89-93 
Foreign: 
By Americans, 562 
Defaulted, 562 
In subsidiaries and affiliates, 91-93, 632 
Temporary, as current assets, 71 
Valuation of, 88, 90-91 
Investors, profit and, 561 
Iowa, assigned-receivables statute in, 
106n. 
Iron Mountain Company, bonds listed 
by, 237 
IRON AND STEEL PRODUCTS MANUFAC- 
TURERS AND WHOLESALERS: 
Average collection period, 655 
eras a assets to current liabilities, 
Current liabilities to inventory, 655 
Current liabilities to tangible net 
worth, 655 
Fiscal closing date, 217 
Fixed assets to tangible net worth, 
655 
Funded debt to net working capital, 
655 


INDEX 


IRON AND STEEL PRODUCTS MANUFAC- 
TURERS AND WHOLESALERS 
(continued): 

Interquartile range of ratios, 654-655 
Inventory to net working capital, 655 
Net profit to net sales, 654 

Net profit to tangible net worth, 654 
Net sales to inventory, 655 

Net sales to net working capital, 655 
Net sales to tangible net worth, 654 
Total liabilities to tangible net worth, 

655 

ITALY: 

Accounting methods in, 65-67, 611 
American loans to, 562 

Currency inflation in, 12, 604, 607 
Defaulted bonds of, 562 


J 


JacKSON & BROMFIELD, colonial account- 
ing methods of, 68 
James, Marquis, Biography of a Bust- 
ness, 234n. 
JAPAN: 
American loans to, 562 
Defaulted bonds of, 562 
JEWELRY AND SILVERWARE MANUFAC- 
TURERS AND DISTRIBUTORS: 
Elements of net sales, 159 
Fiscal closing date for, 216 
Operating expense ratios, 526 
Promissory notes, 80 
JOB PRINTERS: 
Average collection period, 384, 651 
Comparative figures, 194 
Current assets to current liabilities, 
193-196, 202, 650 
Current debt to inventory, 651 
Current liabilities to tangible net 
worth, 227, 651 
Fixed assets to tangible net worth, 295, 
651 
Funded debt to net working capital, 
273, 651 
Interquartile range of ratios, 650-651 
Inventory to net working capital, 651 
Net profit to net sales, 574, 650 
Net profit to net working capital, 650 
Net profit to tangible net worth, 566, 
650 
Net sales to inventory, 651 
Net sales to net working capital, 436, 
651 
Net sales to tangible net worth, 413, 
651 
Total liabilities to tangible net worth, 
251, 651 
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Jones, Raurx C., Price-level Changes and 
Financial Statements, 611n. 

JUVENILE FURNITURE STORES (See also 
Furniture Stores), operating expense 
ratios for, 526 


K 


Kansas, assigned-receivables statute in, 
106n. 

Kansas City Gas Company, listing ap- 
plication of, 26 

Keitu, D. Cary, quoted, 17 

Keer, I. Waynr, Management Ac- 
counting for Profit Control, 538n. 

Ketiy, Wattrer M., “How to Meet To- 
day’s New Financing Requirements 
through Modern Factoring,”’ 179n. 

KENNERLY, JOHN, “Revaluation of Fixed 
Assets in France,” 611n. 

Kine, Earus C., “An Analysis of Charges 
and Credits to Earned Surplus,”’ 
615n. 


’ Kirxuanp, Epwarp C., A History of 


American Economic Life, 234n., 
237n., 279n. 
KitcHEN EquipMENT MANUFACTURING 
CoRPORATION: 
Comparative figures, 261 
Condensed analysis, 262-264 
Funded debt to net working capital, 
260-264, 271-272 
KNITTED OUTERWEAR MANUFACTURERS: 
Average collection period, 384, 651 
Current assets to current liabilities, 
202, 648 
Current debt to inventory, 651 
Current liabilities to tangible net 
worth, 227, 651 
Fixed assets to tangible net worth, 295, 
651 
Funded debt to net working capital, 
273, 651 
Interquartile range of ratios, 650-651 
Inventory to net working capital, 353, 
651 
Net profit to net sales, 574, 650 
Net profit to net working capital, 
650 
Net profit to tangible net worth, 566, 
650 
Net sales to inventory, 329, 649 
Net sales to net working capital, 436, 
651 
Net sales to tangible net worth, 413, 


Total liabilities to tangible net worth, 
251, 651 
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Knirrep UNDERWEAR CORPORATION: 
Break-even chart, 541-547 
Comparative quarterly statement, 
542 

Fixed expenses, table, 543 

Net sales in relation to plant capacity, 
table, 548 

Variable expenses, table, 549 

KNOEPPEL, C. E.: 
And break-even point control, 538 
Graphic Production Control, 538n. 
Managing for Profit, 539n., 555n. 
Profitgraph of, 555 

KReEvuGER, Ivar, 54 


L 


LABOR: 
Cost of, 157-158 
Standard, 308 
LABOR CIRCLES, corporate profit discus- 
sion in, 563n. 
LABOR LEADERS, corporation profits and, 
604-605 
LACQUER MANUFACTURERS (see Paint, 
Varnish, and Lacquer Manufac- 
turers) 
Lapies’ Coat Company, INc.: 
Comparative figures, 393 
Condensed analysis, 395-397 
Net sales to tangible net worth, 392- 
397, 400 
Lapis’ Specraury SHOP, sales analysis 
of, 163-165 
LADIES’ SPECIALTY SHOPS (see Women’s 
Wear and Specialty Stores) 
LaFrEntTz, F. W., & Co., 189 
LaipupR, Harry W., Concentration in 
American Industry, 59n. 
LAND: 
And economic wealth, 279 
As fixed asset, 86-87, 294 
Fluctuation in value of, 272, 612 
Investment in, 279, 281, 294 
Private ownership of, 560 
Registered with Securities and Ex- 
change Commission, 87-88 
Speculation in, 287n. 
Lanier, Henry Wysuam, A Century of 
Banking in New York, 236n. 
Lantigr, J. F. D., quoted, 236 
La Ross, FE. 8., 555 
LAST-IN FIRST-OUT INVENTORY VALUATION 
METHOD, 304, 306-307 
Increased use of, 306n. 
LAUNCH BUILDER, comparative financial 
statement, 224 
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LAUNDRIES, fiscal closing date, 216 

Lawrence, Mass., factory system and 
growth of, 280 

Lawson, THomas W.: 

Frenzied Finance, 25n. 
Quoted, 25 

LEASE-BACK OBLIGATIONS, 117, 122, 127, 
134 

LEASEHOLD IMPROVEMENTS, as fixed 
asset, 86 

LEASEHOLDS, intangible worth of, 94 

LEASES: 

Basic features of, 122, 127 
Flexibility of, 122 
Long-term, 122 
“Net,”? 122, 127 
LEAST SQUARES METHOD, 543-546n. 
Number of solutions possible under, 
546n. 

LEATHER GOODS RETAILERS, fiscal closing 
date, 216 

LEDGERS: 

Balancing, 67 
Dating, 67 
Lenicu Coat & NAvIGATION CoMPANY: 
Balance sheet, 185, 188 
Fiscal year, 211n. 

Leun & Fink Propucts CorPoraATION, 
natural business year of, 212n. 
LELAND, THomas W., Contemporary Ac- 
counting, a Refresher Course for 

Public Accountants, 78n. 

Lenuart, Norman J., Montgomery’s 
Auditing, 59n., 87n., 111n., 302n., 
521n., 585n. 

Lesuie, Banxs & Company, 189 

Les.ig Saut Co., statement of sources 
and application of funds, 474n. 

LETTERS OF REFERENCE AND RECOM- 
MENDATION, early, 5 

LIABILITIES: 

Business failures and, 372 
Classification of, 95-117, 127, 134 
Contingent: 
Definition of, 117 
Notes receivable discounted as, 81 
Of corporations, 95-96, 208 
Current: 
Compared with assets, ‘acid test’’ 
of, 179 
Composition of, 96-97 
Current assets to, 55-56, 178-206, 
226, 294, 646-656 
Typical ratios, 201-204 
Definition of, 96n. 
Evolution of term, 180-191 
Expansion of, 207 
Heavy, 229, 239 
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LIABILITIES (continued): 
Current (continued): 
Illustrations of relationships: 
Commercial Printing Corporation, 


193-196 

Paint & Varnish Co., Inc., 198- 
201 

Period Furniture Co., Inc., 196- 
198 


Minimum, 226 
Open mortgages as, 257 
Seasonal operations and, 209-217 
To tangible net worth, 207-229, 
647-657 
Illustration of, 217-226 
Typical ratios, 226-229 
Decreased, application of funds and, 
477 
Deferred, 109-112, 257-278 
Definition of, 95 
In excess of tangible net worth, 253 
Increased, as source of funds, 474- 
476 
Long-term (See also Funded Debt): 
In colonial America, 232-234 
Maturity date of, 237 
Mortgage, 235 
As part of balance sheet, 69 
Of small business enterprises, 95 
Total, to tangible net worth, 208, 
232-256 
Composition of, 237 
Illustrations of, 237-250 
Interquartile range of ratios for, 
649, 651, 653, 655, 657 
Typical ratios of, 250-253 
Understatement of, 51, 57 
LICENSES, intangible worth of, 94 
LIFE INSURANCE: 
Cash surrender value of, 88-89 
Prepaid, 185 
Liecett & Myers, inventory valuation 
of, 307n. 
Lituy, Eur, & Co., Inc., 527n. 
LIME PRODUCTION INDUSTRY, fiscal clos- 
ing date, 216 
LINE OF CREDIT, basis of, 33 
Liquip assEts (see Assets, Liquid or 
Quick) 
LIQUIDATION OF FIXED ASSETS, 282 
LIQUIDATION VALUE, of intangible assets, 
94 
LIQUOR STORES, PACKAGE: 
Elements of net sales, 159 
Operating expense ratios, 526 
Liquor WHOLESALE CoRPORATION, 221 
LIQUOR AND WINE DISTRIBUTORS: 
Average collection period, 385, 655 
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LIQUOR AND WINE DISTRIBUTORS 
(continued): 
Current assets to current liabilities, 
203, 654 
Current debt to inventory, 655 
Current liabilities to tangible net 
worth, 221-223, 228, 655 
Fixed assets to tangible net worth, 296, 
655 
Funded debt to net working capital, 
274, 655 
Interquartile range of ratios, 654-655 
Inventory to net working capital, 354, 
655 
Net profit to net sales, 575, 654 
Net profit to net working capital, 654 
Net profit to tangible net worth, 567, 
654 
Net sales to inventory, 330, 655 
Net sales to net working capital, 419- 
423, 437, 655 
Net sales to tangible net worth, 414, 
655 
Total liabilities to tangible net worth, 
252, 655 
LISTED SECURITIES: 
Growth in number of, 25-27, 184-185, 
236-237 
Influence of, 26, 69, 619-620, 640 
And views on accounting charges, 445-— 
446, 521 
LitTLeton, A. C.: 
Accounting Evolution to 1900, 68n. 
Directory of Early American Public Ac- 
countants, 22n. 
Studies in the History of Accounting, 
65n. 
Loans (See also Banks, Credit): 
Early, 6-9 
To officers, directors, and employees, 
89 
Payable, 97, 101, 106 
Secured, 55-56 
Unsecured, 12-23, 55 
Lonpow, financial operations in, 561-562 
Lone Dock Company, bonds of, first 
listed on New York Stock Exchange, 
237 
LONG-TERM OBLIGATIONS, evolution of, 
232-237 
Lorrz, AARON, indebtedness of, 233 
LossgEs: 
Anticipated, 302 
Computation of, 501, 508, 512-514 
From depreciation, 312 
Before extraordinary charges, 501, 508 
From falling prices, 310-311, 330 
Future, 520 
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Losses (continued): 
Net: 

After adjustments by carry-back or 
carry-forward tax privilege, 501, 
513-514 

And application of funds, 477 

From obsolescence, 311, 330 

Operating, net sales and, 540 

Reserves for contingencies against, 96, 
108 

Securities and Exchange Commission 
rulings on, 509-510 

Lowe Lu, Mass., factory system and 
growth of, 280 

LUBRICATING OIL (see Gasoline and Lubri- 
cating Oil Wholesalers) 

LUMBER DEALERS (see Building Material 
and Lumber Wholesalers and 
Retailers) 

LUMBER MANUFACTURERS: 

Average collection period, 384, 649 

Current assets to current liabilities, 
202-203, 648 

Current debt to inventory, 649 

Current liabilities to tangible net 
worth, 227, 649 

Fiscal closing date, 216 

Fixed assets to tangible net worth, 295, 
649 

Funded debt to net working capital, 
273, 649 

Interquartile range of ratios, 648-649 

Inventory to net working capital, 353, 
649 

Net profit to net sales, 574, 648 

Net profit to net working capital, 648 

Net profit to tangible net worth, 566, 
648 

Net sales to inventory, 329, 649 

Net sales to net working capital, 436, 
649 

Net sales to tangible net worth, 412-— 
413, 649 

Total liabilities to tangible net worth, 
251, 649 


M 


MAcHINE HOuRS, depreciation based on, 
617 
Macnuinge MANUFACTURING CorPorRa- 
TION, balance sheet, 299-300 
Macuine snops: 
Average collection period, 384, 649 
Current asscts to current liabilities, 
202, 648 
Current debt to inventory, 649 
Current liabilities to tangible net 
worth, 227, 649 


MacHINE sHOPS (continued): 


Fixed assets to tangible net worth, 295, 
649 

Funded debt to net working capital, 
273, 649 

Interquartile range of ratios, 648-649 

Inventory to net working capital, 353, 
649 

Net profit to net sales, 574, 648 

Net profit to net working capital, 648 

Net profit to tangible net worth, 566, 
648 

Net sales to inventory, 329, 649 

Net sales to net working capital, 4386, 
649 

Net sales to tangible net worth, 413, 
649 

Total liabilities to tangible net worth, 
251, 649 


MACHINERY, TOOLS, AND EQUIPMENT: 


As fixed asset, 86 

Notes payable for, 96 

Registered with Securities and Ex- 
change Commission, 87-88 


MAcHINERY MANUFACTURERS: 


Average collection period, 384, 649 

Consolidated balance sheet, 489-441 

Current assets to current liabilities, 
202, 648 

Current debt to inventory, 649 

Current liabilities to tangible net 
worth, 227, 649 

Fixed assets to tangible net worth, 295, 
649 

Funded debt to net working capital, 
273, 649 

Interquartile range of ratios, 648-649 

Inventory to net working capital, 353, 
649 

Net profit to net sales, 574, 648 

Net profit to net working capital, 648 

Net profit to tangible net worth, 566, 
648 

Net sales to inventory, 329, 649 

Net sales to net working capital, 436, 
649 

Net sales to tangible net worth, 413, 
649 

Total liabilities to tangible net worth, 
251, 649 


MacuHinery MANUFACTURING COoRPORA- 


TION, consolidated balance sheet, 
142-143 


MckKusson & Roszins, INe.: 


Fraudulent financial statements of, 
336, 616n. 

Securities and Exchange Commission 
report on, 50n., 538-54, 3367., 6167. 
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McNatuy, Raymonp V., “The Factor at 
Work,” 179n. 
MacNzat, Kennetu, Truth in Account- 
ing, 87n., 601n., 607, 609 
MapIson AND INDIANAPOLIS RaILROAD, 
bonds of, 236 
MaGazINnE PuBLIsHING Co., INc., ad- 
justed income statement of, 533-535, 
594 
MAGAZINE TITLES, intangible worth of, 94 
MaIL-ORDER HOUSES: 
Fiscal closing date, 216 
Growth of, 335 
MAILING LISTS, intangible worth of, 94 
Mair, JoHN, Bookkeeping Methodiz’d, 68 
Ma.toy, H. R., ‘‘The Break-even 
Chart,” 552n. 
MANAGEMENT: 
Alternative policies for, 43-44 
And balance sheet changes, 457 
Poor, business failure and, 506 
And profit incentive, 564-565 
Railroad, 618 
MANUFACTURERS (See also specific mer- 
chandise manufacturers): 
Average collection period, 360, 380, 
647, 649, 651 
Average net income after taxes, 572 
Balance sheets, 299, 332, 387-388, 417, 
439-441, 449-467, 491, 569-570 
Break-even chart, 541-547 
Comparative income statements, 536, 
558 
Credit terms, 335 
Current assets to current liabilities, 
202, 646, 648, 650 
Current debt to inventory, 647, 649, 
651, 653 
Current liabilities to tangible net 
worth, 227, 647, 649, 651 
Fiscal closing dates, 215-217 
Fixed assets to tangible net worth, 295, 
299, 647, 649, 651 
Funded debt to net working capital, 
260-273, 647, 649, 651 
Interquartile range of ratios, 646-651 
Inventory to net working capital, 352- 
353, 647, 649, 651 
Net profit to net sales, 573, 576, 646, 
648, 650 
Net profit to net working capital, 646, 
648, 650 
Net profit to tangible net worth, 565— 
566, 646, 648, 650 
Net sales to inventory, 317-325, 329, 
647, 649, 651 
Net sales to net working capital, 423- 
434, 436, 647, 649, 651 
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MANUFACTURERS (continued): 
Net sales to tangible net worth, 392- 
411, 413, 647, 649, 651 
Small: 
Of blankbooks, 167-169 
Current assets of, 155 
Of men’s shirts, underwear, and 
pajamas, 162n. 
Net sales of, 156-158 
Total liabilities to tangible net worth, 
251, 647, 649, 651 
MANUFACTURING, development of, 560 
MARKET: 
Cost or, whichever is lower, 82, 302— 
310 
Meaning of term, 302 
MARKET VALUE: 
Of fixed assets, 282 
Of securities, fluctuation in, 77 
Martet, Maris, proprietor of ladies’ 
specialty shop, 163-165 
MaRryYLAND: 

Accountants’ certification in, 22 
Bond-financing privilege granted by 
General Assembly of, 235 
Mason, Epwarp 8., The Corporation in 

Modern Society, 564n. 
Mason, Prrry, Price-level Changes and 
Financial Statements, 611n. 
MassacHusEeTts Bank, Boston, 67 
MassacHuseTts HisToricaL SOcIETyY, 
colonial business records in, 68n., 
233n. 
MatTERIALs (See also Inventory): 
Cost of, 526n., 528 
Net sales and, 156-157 
MatTTRESS MANUFACTURERS (see Bed- 
spring and Mattress Manufacturers) 
Mauntz, R. K.: 
An Accounting Technique for Reporting 
Financial Transactions, 635n. 
Quoted, 635n.—636n. 
May, GEorcE O.: 
“The Accountant and the Investor,”’ 
Audits of Corporate Accounts, 87n., 
601n. 
Quoted, 445-446, 601-602 
And study of business income, 611n. 
Twenty-five Years of Accounting Re- 
sponsibility, 1911-1936, 40n., 
602n., 614n. 
May, P. A., ‘‘Profit Polygraph for Prod- 
uct Mix Valuation,’’ 538n. 
Mayor and Alderman of City of Knoxville 
v. Knoxville Water Co., 614n. 
Means, GARDINER C., The Modern Corpo- 
ration and Private Property, 59n. 
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MEAT AND GROCERY RETAIL STORES: 
Average collection period, 657 
Current assets to current liabilities, 
203, 656 

Current liabilities to inventory, 657 

Elements of net sales, 159 

Fiscal closing date, 216 

Fixed assets to tangible net worth, 296, 
657 

Funded debt to net working capital, 
274, 657 

Interquartile range of ratios, 656-657 

Inventory to net working capital, 354, 
657 

Net profit to net sales, 575, 656 

Net profit to net working capital, 656 

Net profit to tangible net worth, 567, 
656 

Net sales to inventory, 330, 657 

Net sales to net working capital, 437, 


657 

Net sales to tangible net worth, 414— 
415, 657 

Total liabilities to tangible net worth, 
252, 657 


MEAT MARKETS: 
Ixlements of net sales, 159 
Operating expense ratios, 526 
MEAT PACKING INDUSTRY: 
Average collection period, 384, 649 
Current assets to current liabilities, 
202, 648 
Current debt to inventory, 649 
Current liabilities to tangible net 
worth, 227, 649 
Tiscal closing date, 216 
Fixed assets to tangible net worth, 
295, 649 
Funded debt to net working capital, 
273, 649 
Interquartile range of ratios, 648-649 


Inventory to net working capital, 353, 


649 
Net profit to net sales, 574, 648 
Net profit to net working capital, 648 
Net profit to tangible net worth, 566, 
648 
Net sales to inventory, 329, 649 
Net sales to net working capital, 435- 


436, 649 

Net sales to tangible net worth, 412- 
413, 649 

Total liabilities to tangible net worth, 
251, 649 


MEAT AND POULTRY WHOLESALERS: 
Average collection period, 385, 655 
Current assets to current liabilities, 

203, 653 


INDEX 


MeratT AND POULTRY WHOLESALERS 
(continued): 

Current debt to inventory, 655 

Current liabilities to tangible net 
worth, 228, 655 

Fixed assets to tangible net worth, 296, 
655 

Funded debt to net working capital, 
274, 655 

Interquartile range of ratios, 654-655 

Inventory to net working capital, 352, 
354, 655 

Net profit to net sales, 575, 654 

Net profit to net working capital, 654 

Net profit to tangible net worth, 567, 
654 

Net sales to inventory, 330, 655 

Net sales to net working capital, 435, 
437, 655 

Net sales to tangible net worth, 412, 
414, 655 

Total liabilities to tangible net worth, 
252, 655 

Mepian raAtIOs (see Interquartile Range 
of Ratios) 

Mz&n’s AND BOYS’ CLOTHING (see Boys’ 
and Men’s Clothing; Men’s Furnish- 
ings) 

Men’s Croruing Company, Inc.: 

Comparative figures, 221 

Condensed analysis, 220-221 

Current liabilities to tangible net 
worth, 217-221 

Men’s FurnisHine SuHop, INc., income 
statement analysis of, 525-529 

MEN’s FURNISHINGS AND MEN’S WEAR 
DISTRIBUTORS: 

Average collection period, 385, 653, 
657 

Current assets to current liabilities, 
203, 652, 655 

Current debt to inventory, 653, 657 

Current liabilities to tangible net 
worth, 217-221, 228, 653, 657 

Discount terms, 162n. 

Elements of net sales, 159 

Fiscal closing date, 215 

Fixed assets to tangible net worth, 296, 
653, 657 

Funded debt to net working capital, 
274, 653, 657 

Income statement analysis, 525-529 

Interquartile range of ratios, 652-653, 
656-657 

Inventory to net working capital, 353- 
354, 653, 657 

Net profit to net sales, 575-576, 652, 
656 
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MEN’S FURNISHINGS AND MEN’S WEAR 
DISTRIBUTORS (continued): 
Net profit to net working capital, 652, 
656 
Net profit to tangible net worth, 567, 
652, 656 
Net sales, 159, 162 
Net sales to inventory, 314-317, 330, 
653, 657 
Net sales to net working capital, 435, 
437, 653, 657 
Net sales to tangible net worth, 414— 
415, 653, 657 
Operating expense ratios, 526 
Sales analysis, 160-163 
Total habilities to tangible net worth, 
252, 653, 657 
MeEn’s Suit Co., Ine.: 
Comparative figures, 318, 457 
Condensed analysis, 320-322 
Net sales to inventory, 317-322 
MEN’S AND WOMEN’S SHOES (see Shoe 
Manufacturers and Distributors) 
MERCANTILE AGENCY, THE: 
Bradstreet Company acquired by, 6n. 
Early efforts of, 639-640 
First statement blanks of, 10-12, 190 
Organization of, 6 
Reference books, 23-24, 153 
MERCANTILE CREDIT AGENCIES, anteced- 
ent information from, 54n. 
MERCANTILE CREDIT MANAGERS, analysis 
by, 32-35, 45-46 
MERCANTILE CREDITORS, financial state- 
ments demanded by, 23 
MERCANTILE TERMS OF SALE, Changes in, 
12-13 
MERCANTILE TRuST ComMPANY, Sv. 
Louis, comparative financial state- 
ment of, illustrated, 132-133 
MeERcHANDISE (See also Inventory): 
Accounts receivable for sale of, 78- 
80 
Advances on, 84 
Before Civil War, 335 
As current asset, 71-72 
Equity in, 58 
Finished, in process, and raw mate- 
rials, 82-84, 170 
Notes payable for, 96, 162 
Notes receivable for sale of, 80-81 
Trade acceptances for, 80-82, 96 
MERCHANDISE OBLIGATIONS, retail-trade 
percentages available for, 157 
MERCHANDISING, 335 
MERGENTHALER LINOTYPE COMPANY, 
balance sheets of, 188 
Mercers, 95 


METAL STAMPINGS MANUFACTURERS: 
Average collection period, 353, 651 
Current assets to current liabilities, 
202, 650 

Current debt to inventory, 651 

Current liabilities to tangible net 
worth, 227, 651 

Fixed assets to tangible net worth, 295, 
651 

Funded debt to net working capital, 
273, 651 

Interquartile range of ratios, 650-651 

Inventory to net working capital, 353, 
651 

Net profit to net sales, 574, 650 

Net profit to net werking capital, 650 

Net profit to tangible net worth, 566, 
650 

Net sales to inventory, 329, 651 

Net sales to net working capital, 436, 
651 

Net sales to tangible net worth, 413, 651 

Total liabilities to tangible net worth, 
251, 651 

METHOD OF LEAST SQUARES, 543-546n. 

MIDWESTERN DEPARTMENT SToRE, INc.: 
Comparative figures, 288 
Condensed analysis, 290 
Fixed assets to tangible net worth, 

287-290 

Miter, G. L., & Co., INc., 73n. 

MiuteErs, fiscal closing date for, 215 

MILLINERY RETAILERS, fiscal closing 

date, 216 

Mitis, FrepEerick C.: 
Quoted, 543n.-546n. 
Statistical Methods, 543n. 

Miners, fiscal closing date, 215 
MINNESOTA AND ONTARIO PAPER Com- 
PANY, statement of sources and 

application of funds, 474n. 

MIscELLANEOUS ASSETS, 79, 88 

MIscELLANEOUS CHARGES, 594 

MississippPil BuBBLE OF 1720, 56L 

Missouri Pactric RatLway COMPANY, 

false financial statement, 6157. 

Money (see Currency; Funds) 

Monraomery, Ropert H.: 

Auditing Theory and Practice, 83n. 

Montgomery’s Auditing, 59n., 87n., 
93n., 111n., 302n., 521n., 585n. 

Quoted, 83 

“What Have We Done, and How?” 
23n. 

Moopy’s Investors Service, 190 

Moore, UNDERHILL, Statement of 

Accounting Principles, 90n., 511n., 
622, 630 
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Morris, RoBeRT, ASSOCIATES, gross 
profits percentage studies by, 505n. 
MorTGAGE BONDS, 236 
MoRrTGAGE LIABILITIES, 233 
MORTGAGES: 
Default on, 110 
As long-term liabilities, 109 
Open, as current liabilities, 257 
MUNICIPAL SECURITIES, analysis of, 72, 
75-76 
MounicipPa.itigs, default by, 76 
Music SToRmES: 
Elements of net sales, 159 
Operating expense ratios, 526 
Musica, Putnip M. (Frank Donald 
Coster), 53 


N 


NAIL MANUFACTURERS (see Bolt, Screw, 
Nut, and Nail Manufacturers) 
NATIONAL APPLIANCE AND Rap1o-TV 
DraterRs ASSOCIATION: 
Gross profits percentage study by, 
505n. 
Operating expense ratios given by, 
526n. 
NATIONAL ASSOCIATION OF Cost 
Accountants, Year Book, 557n. 
NATIONAL ASSOCIATION OF CREDIT 
MANAGEMENT, Credit Manual of 
Commercial Laws, 70n. 


NATIONAL ASSOCIATION OF CREDIT MeN: 


Financial statement blank of, illus- 
trated, 121 
Monthly Bulletin, 389 
“Property” statement blank of, 18 
And uniform statement blanks, 17 
NATIONAL ASSOCIATION OF FURNITURE 
MANUFACTURERS, gross profits 
percentage study by, 504n.-505n. 
NATIONAL AUTOMOBILE DEALERS 
ASSOCIATION? 
Gross profits percentage study by, 
5O5n. 
Operating expense ratios given by, 
5267. 
Nationa Biscurr Company, balance 
shects of, 181, 184 
NATIONAL Crepiv OFricg, INc.: 
Accountants’ supplementary informa- 
tion sheet of, illustrated, 120 
Bank Service Department, 190 
Credit reports of, 122, 190 
Financial statement blank of, illus- 
trated, 118-119 
NATIONAL ENAMELING & STAMPING Co., 
balance sheet of, 188 
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NATIONAL INDUSTRIAL CONFERENCE 
BoOarD, survey on average cost 
valuation, 308n. 

NatTIoNAL Leap Company, inventory 
valuation by, 310 

NATIONAL Paper TRADE ASSOCIATION, 
gross profits percentage study by, 
504n. 

NationaL Retatt Farm EQuipMENT 
ASSOCIATION, operating expense 
ratios given by, 527n. 

NatTIionaL RETAIL FURNITURE 
ASSOCIATION: 

Gross profits percentage study by, 
505n. 

Operating expense ratios given by, 
527n. 

NationaL Retain HARDWARE Asso- 
CIATION: 

Gross profits percentage study made 
by, 504n. 

Operating expense ratios given by, 
527n. 

NATIONAL SPoRTING Goops ASssocia- 
TION, CuicaGo, 527n. 

NATIONAL STATIONERY & OFFICE 
EQuiIpMENT ASSOCIATION: 

Gross profits percentage study made 
by, 505n. 
Operating expense ratios given by, 527n. 

NationaL Tuse Company, financial 
statements of, 619 

NaTIONAL WHOLESALE DRUGGISTS 
ASSOCIATION, gross profits per- 
centage study made by, 504n. 

NATURAL BUSINESS YEAR: 

Analysis on basis of, 214, 217 

Change from calendar year to, 212-213 
Defined, 210-211 

Inventory and, 213-214 
Recommended closing dates, 215-217 

Natura Business YEAR CouNcIL, 211 

NEBRASKA, assigned-receivables statute 
in, 106n. 

NEEDLE INDUSTRIES, fixed assets of, 294 

NeExson, SHEpaRD & Cooks, 21 

NET DEPRECIATED VALUE, increase in, 36 

NET BARNINGS: 

Distortion of, 521 
Reporting of, 500 

NET INCOME, average monthly, 170 
Of corporations, after taxes, 572 

Net Losszs (see Losses) 

NET prRorFIrT (see Profit) 

NET SALEs (see Sales) 

NET WORKING CAPITAL (see Capital) 

N&rT WORTH: 

Analysis of, 113-117 
As balance sheet item, 69-70 
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NET wortH: (continued): 
Items found under, 113 
Reconciliation of, 586 
Tangible: 
Current liabilities to, 207-229, 294, 
647, 649, 651, 653, 655, 657 
Illustration of, 217-226 
Typical ratios of, 226-229 
Determination of, 95 
Fixed assets to, 279-301, 647, 649, 
651, 653, 655, 657 
Typical ratios of, 293-297 
Net profit to, 293-294, 560-570, 646, 
648, 650, 652, 654, 656 
Typical ratios of, 565-567 
Net sales to, 389-417, 647, 649, 651, 
653, 655, 657 
Illustrations of, 392-411 
Typical ratios of, 411-414 
Size of, 391-392 
Of small business enterprises, 58, 
153 
Total liabilities to, 232-256, 647, 649, 
651, 653, 655, 657 
Illustrations of, 242-250 
Typical ratios of, 250-253 
Turnover of, 389 

New Jersey Court or Errors 

AND APPEALS, decision of, on 
' consolidated balance sheet, 59n. 

NEw PLANTS, financing of, 448 

New York, New Haven & Harrrorp 
RaILRoAD Co., balance sheets of, 
180-181 

New York CentTrAL & Hupson RIvER 
RaILRoAD Co., payments on bonds 
by, 259 

New Yorxk Centra RaILRoaD, consoli- 
dated with Hudson River line, 
280-281 

New Yor« City, as world money center, 
562 

New York City CHAMBER oF Com- 
MERCE, 7 

New Yor«k Hisroricau Society, 
colonial business records in, 68n. 

New Yor« Pustic Lisrary, colonial 
business records in, 68n. 

New Yor«k Society or CERTIFIED 
Pusiic Accountants, Problems of 
Financial Reporting under Wartime 
Conditions, 213n. 

New York Strats, certification of 
accountants law in, 617 

New York Strate BANKERS’ Asso- 
CIATION: 

Statement blanks of, 14-15 
Use of financial statements recom- 
mended by, 628 
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New York Stock Excuanap: 
And changes in accounting practices, 
§21 
Influence of, on accounting, 25-26 
Listings on: 
In 1903, 184-185 
Of public utility bonds, 237 
Of railroad bonds, in 1854-1900, 
236-237 
And McKesson & Robbins case, 50n. 
Quotations, 236n.-237n. 
Rulings of, 26, 69 
And uniform accounting principles, 
618, 628, 639-640 
New York UNIversiTy SCHOOL oF 
RETAILING, gross profits percentage 
study by, 505n. 
NrEewspaPERs, fiscal closing date, 216 
Niagara Fatits Powrr Company, 
quarterly income statements of, 619 
Nites & Nixes, 189 
No-par stock, 94n.—95n., 585 
NON-FACTORED COTTON GOODS CON- 
VERTERS (see Cotton Goods Con- 
verters, Non-factored) 
NorFOLK AND WESTERN RAILROAD 
Company, balance sheet of, 181 
NorTHERN CHEMICALS, INc., balance 
sheet of, 387-388 
NOTES DISCOUNTED, current ratio and, 
193 
NovreEes PAYABLE: 
To banks, 96-97, 100 
Long-term, 109 
For machinery, merchandise, or 
equipment, 96, 100-101 
NOTES RECEIVABLE: 
Bank credit and, 8 
Current ratio and, 193 
Discounted, contingent liability for, 
81 
For sale of merchandise, 80-81 
In small business, 153 
NOVELTY STORES: 
Elements of net sales, 159 
Operating expense ratios, 526 
NuMERALS, ARaBIc, 5, 30 
NUMERICAL DATA: 
Growing importance of, 3-30 
Philosophy of, 30 
NuvT AND BOLT MANUFACTURERS (see 
Bolt, Screw, Nut, and Nail Manufac- 
turers) 


) 


@BSERVATION EQUATIONS, derivation of 
normal equations for, 545n.—546n. 
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@BSOLESCENCE: 
Forecasting of, 522 
Losses from, 311, 330 
@verstatements and understatements 
of, 520-522 
@FFICE BUILDINGS, fiscal closing date, 
216 
@FFICE SUPPLY AND EQUIPMENT 
DEALERS: 
Elements of net sales, 159 
Fiscal closing date, 216 
Operating expense ratios, 526 
@FFICERS: 
Accrued bonuses to, 106 
Loans due from, 89, 101 
@u10, assigned-receivables statute in, 
106n. 
@1, CrEEK Company, bonds listed by, 
237 
@1L PRODUCERS, fiscal closing date, 216 
@1L REFINING CORPORATION, compara- 
tive financial statement of, 254 
@IL SUPPLIES, RETAILERS OF, fiscal closing 
date, 216 
@IL WELL SUPPLY MANUFACTURERS, fiscal 
closing date, 216 
@PEN ACCOUNT CHARGE TERMS OF SALE, 
79-80, 361 
@PEN BOOK ACCOUNT, department store 
sales on, 210 
@PERATING EXPENSES: 
@verhead, 158 
Retail trade ratios, 157-159, 526, 528- 
529 
Total, 157n., 549 
Typical, schedule of, 526 
Variable, table of, 549 
@PERATING EXPERIENCES, typical retail, 
158-160 
@PERATING poLicies (See also Manage- 
ment): 
Alternative, 43-44 
Analysis of balance sheets and, 35 
And future financial condition, 3-4 
@PERATING PROFIT: 
Definition of, 156 
@n financial statements, 501, 507- 
508 
Net profit versus, 1567. 
OPERATING RATIOS, standard, 526, 


528-529 
@RGANIZATION EXPENSE, intangible 
worth of, 94 


@UTERWEAR, KNITTED (see Knitted 
@uterwear Manufacturers) 
@urput, depreciation based on, 617 
@UTSIDE OPERATIONS, income from, 

522 
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@VEN, RANGE, AND STOVE MANUFAC- 
TURERS: 
Average collection period, 384, 651 
Comparative balance sheets, 493 
Condensed income statement, 494 
Current assets to current liabilities, 
202, 650 
Current debt to inventory, 651 
Current liabilities to tangible net 
worth, 227, 651 
Fiscal closing date, 217 
Fixed assets to tangible net worth, 295, 
651 
Funded debt to net working capital, 
260-264, 273, 651 
Interquartile range of ratios, 650-651 
Inventory to net working capital, 353, 
651 
Net profit to net sales, 574, 650 
Net profit to net working capital, 650 
Net profit to tangible net worth, 566, 
650 
Net sales to inventory, 329, 651 
Net sales to net working capital, 436, 
651 
Net sales to tangible net worth, 413, 
651 
Total liabilities to tangible net worth, 
251, 651 
@VERALL AND WORK CLOTHING MANU- 
FACTURERS: 
Average collection period, 384, 651 
Current assets to current liabilities, 
202, 650 
Current debt to inventory, 651 
Current liabilities to tangible net 
worth, 227,651 
Fiscal closing date, 217 
Fixed assets to tangible net worth, 295, 
651 
Funded debt to net working capital, 
273, 651 
Interquartile range of ratios, 650-651 
Inventory to net working capital, 353, 
651 
Net profit to net sales, 574, 650 
Net profit to net working capital, 650 
Net profit to tangible net worth, 566, 
650 
Net sales to inventory, 329, 651 
Net sales to net working capital, 436, 
651 
Net sales to tangible net worth, 413, 
651 
Total liabilities to tangible net worth, 
251,651 
@VERCAPITALIZATION, undertrading and, 
391 
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@VEREXPANSION, 44 
@VERHEAD EXPENSES: 
General, 528 
As habilities, 158, 170 
®@®VERTRADING: 
Definition of, 389 
Recognition of, 391 
By small business, 412 
Undertrading and, 390-392 
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PAcIOLO: 
Bookkeeping principles of, 67 
De Computis et Scripturis, 66 
Summa, 66 
Packers (see Meat Packing Industry) 
PAINT, VARNISH, AND LACQUER MANU- 
FACTURERS AND WHOLESALERS: 
Average collection period, 384-385, 
651, 655 
Current assets to current liabilities, 
202-2038, 650, 654 
Current debt to inventory, 651, 655 
Current liabilities to tangible 
net worth, 227-228, 651, 655 
Elements of net sales, 159 
Fiscal closing date, 216 
Fixed assets to tangible net worth, 
295-296, 651, 655 
Funded debt to net working capital, 
273-274, 651, 655 
Interquartile range of ratios, 650-651, 
654-655 
Inventory to net working capital, 
353-354, 651, 655 
Net profit to net sales, 574-575, 650, 
654 
Net profit to net working capital, 650, 
654 
Net profit to tangible net worth, 566- 
567, 650, 654 
Net sales to inventory, 329-330, 651, 
655 
Net sales to net working capital, 435- 
437, 651, 655 
Net sales to tangible net worth, 413- 
414, 651, 655 
Total liabilities to tangible net worth, 
251-252, 651, 655 
Paint & VaRnisH Mra. Co., Inc: 
Comparative figures, 200 
Condensed analysis, 201 
Current assets to current liabilities, 
198-201 
PAINT AND WALLPAPER STORES: 
Elements of net sales, 159 
Operating expense ratios, 526 
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PAJAMA MANUFACTURERS (sce Shirt, 
Underwear, and Pajama Manufac- 
turers) 
Panic oF 1837: 
Credit prior to, 8 
Failures during, 371 

PAPER: 
Accommodation, 7-9 
Single-name, 13-15 
Trade, 7-9 

PAPER CURRENCY, fluctuation of, 12-13n., 
80, 604 

Paper Miu Corporation, balance sheet 
of, 569-570 

PAPER AND PAPER BOX MANUFACTURERS 
AND WHOLESALERS: 

Average collection period, 384-385, 
651, 655 

Balance sheets, 569-570 

Current assets to current liabilities, 
202-203, 650, 654 

Current debt to inventory, 651, 655 

Current liabilities to tangible net 
worth, 227-228, 651, 655 

Fiscal closing date, 215-216 

Fixed assets to tangible net worth, 
295-296, 651, 655 

Funded debt to net working capital, 
273-274, 651, 655 

Interguartile range of ratios, 650-651, 
654-655 

Inventory to net working capital, 338- 
339, 353-354, 651, 655 

Net profit to net sales, 574-575, 650, 


654 

Net profit to net working capital, 650, 
654 

Net profit to tangible net worth, 566- 
567, 650, 654 

Net sales to inventory, 329-330, 651, 
655 


Net sales to net working capital, 436— 
437, 651, 655 
Net sales to tangible net worth, 413- 
414, 651, 655 
Total liabilities to tangible net worth, 
251-252, 651, 655 
Par VALUE, sale of stock in excess of, 585 
PARTNER’S CAPITAL (see Net worth) 
PARTNERSHIP: 
Assets of, 70 
Colonial, 6-7, 68 
Statement blank for, 180n. 
Illustrated, 16 
PAST-DUE AccounNTs, 4, 57 
PATENTS, intangible worth of, 94, 268 
Paterson, N.J., factory system and 
growth of, 280 
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Paton, WILLIAM A.: 
“Accounting Problems Relating to the 
Reporting of Profits,’’ 606n. 
“Balance Sheet,” 77n.-78n. 
Introduction to Corporate Accounting 
Standards, 66n., 86n., 502n., 589n., 
625, 633-634, 635n. 
Quoted, 606-607 
PATTERNS, intangible worth of, 94 
PAVING CONTRACTORS, fiscal closing date, 
216 
Prearson, Frank A., Wholesale Prices for 
218 Years, 1720-1982, 604n. 
Peat, Marwick, MitcHEety & Co., 189 
PENNSYLVANIA, certification of account- 
tants in, 22 
PENNSYLVANIA BANKERS’ ASSOCIATION, 
15 
PENNSYLVANIA HisToRICAL SOCIETY, 
colonial business records in, 68n. 
PENNSYLVANIA RaILROAD COMPANY: 
Balance sheets of, 180-181 
Illustrated, 182-183 
Bonds guaranteed by, 259 
Fiscal year of, 211n. 
PERAGALLO, EpwaRp: 
Origin and Evolution of Double-Entry 
Bookkeeping, 65n. 
Quoted, 66n. 
Prriop Furniture Co., INnc.: 
Comparative figures, 197 
Condensed analysis, 198 
Current assets to current liabilities, 
196-198 
PERPETUAL INVENTORY RECORDS, 82 
PERSONAL JUDGMENTS, effect of, on 
analysis, 614-617 
PERSONAL LOANS, small business and, 
154 
PETROLEUM INDUSTRY, last-in first-out 
inventory valuation by, 3067. 
PETROLEUM OPERATORS, INTEGRATED: 
Average collection period, 384, 651 
Current assets to current liabilities, 
202, 650 
Current debt to inventory, 651 
urrent liabilities to tangible net 
worth, 227, 651 
Fixed asscts to tangible net worth, 295, 
651 
Funded debt to net working capital, 
273, 651 
Interquartile range of ratios, 650- 
651 
Inventory to net working capital, 


353, 651 
Net profit to net sales, 573-574, 576, 
650 
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PETROLEUM OPERATORS, INTEGRATED 
(continued): 
Net profit to net working capital, 


650 
Net profit to tangible net worth, 
566, 650 
Net sales to inventory, 329, 651 
Net sales to net working capital, 436, 
651 
Net sales to tangible net worth, 412— 
413, 651 
Total liabilities to tangible net worth, 
251, 651 
PHOTOGRAPHERS, fiscal closing date, 216 
PHOTOGRAPHIC AND CAMERA SUPPLY 
STORES: 
Elements of net sales, 159 
Operating expense ratios, 526 
PHYSICAL INVENTORY, use of, 82 
PIECE-GOODS FINISHERS, funded debt to 
net working capital, 264-268 
Pietra, ANGELO, early accounting text 
of, 68 
PIPE-FITTINGS MANUFACTURERS, funded 
debt to net working capital, 268- 
271 
PLANT CAPACITY, net sales and, 548 
PLANT FACILITIES, expansion of, 4 
PLumMBERS Spectatty MANUFACTURING 
CORPORATION: 
Average collection period, 381-383 
Comparative figures, 381 
Condensed analysis, 382-383 
PLUMBING AND HEATING CONTRACTORS, 
fiscal closing date for, 216 
PLUMBING AND HEATING SUPPLIES 
WHOLESALERS: 
Average collection period, 385, 655 
Current assets to current liabilities, 
203, 654 
Current debt to inventory, 655 
Current liabilities to tangible net 
worth, 228, 655 
Fiscal closing date, 216 
Fixed assets to tangible net worth, 296, 
655 
Funded debt to net working capital, 
274, 655 
Interquartile range of ratios, 654-655 
Inventory to net working capital, 354, 
655 
Net profit to net sales, 575, 654 
Net profit to net working capital, 654 
Net profit to tangible net worth, 567, 
654 
Net sales to inventory, 330, 655 
Net sales to net working capital, 437, 
655 
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PLUMBING AND HEATING SUPPLIES 
WHOLESALERS (continued): 
Net sales to tangible net worth, 414, 
655 
Total liabilities to tangible net worth, 
252,699 
PLUMBING SPECIALTIES MANUFACTURERS 
average collection period, 380-383 

Pogson, PreLouset & Co., 189 

PONZI EPISODE OF 1929, 561 

Poor’s InpustriaL MANUAL FoR 1909, 

211 

Porter, Henry, credit report on, 9 

Portrer, KENNETH Wiaerns, The Jack- 

sons and the Lees, 68n., 234n. 

POsTING SHEETS, 137 

POULTRY FARMS, fiscal closing date, 216 

Pouttry PAcKERS (see Meat Packing 

Industry) 

Power BoILeER CORPORATION: 
Comparative figures, 247 
Condensed analysis, 249-250 
Total liabilities to tangible net worth, 

246-250 
PREFERRED OR PREFERENCE STOCK, 1138, 
116, 619 
PRENDERGAST, WituiaAM A., Credit and 
Its Uses, 180n. 

PREPAID EXPENSES, 93-94 

PREPAID INSURANCE, 185 

Priczr, WATERHOUSE & Co., 21 

PRICE INDEXES, economic values and, 

607-608, 610-611 
PRICE INFLATION (see Inflation) 
PRICE LEVELS, accounting principles and, 
603-606 
PRICES: 
Business failures and, 311n. 
Falling, losses from, 310-311 
Fluctuating, 340-341, 603 
Heterotemporal, 604 

PRINTERS (see Job Printers) 

PRIVATE PROPERTY, 560-561 

PRODUCE WHOLESALERS (see Fresh Fruit 

and Produce Wholesalers) 

Prorit (See also Income Statement): 
Accounting, 497n., 512n., 605 
Analysis of, 497-579 
Before Civil War, 335 
Of corporations, 563n. 

Economic, 497n., 512n. 
Funds attracted by, 561-562 
Gross: 
Decreasing, 3 
Explanation of, 497n.—498n., 500, 
504-505 
Natural, 505 
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Prorit (continued): 
Gross (cortinued): 

Section on income statement, 501- 
505 

Studies on, 504n.-505n. 

As incentive: ) 

Capital accumulation through, 561- 
562 

To management, 563-565 

Meanings of, analyzed, 512n. 
Net: 

After adjustments by carry-back or 
carry-forward tax privilege, 501, 
513-514 

After all charges, 522-523 

Book, 594 

Computation of, 4, 501, 508-514 

Decrease in, 3 

Definition of, 562 

Dividends and, 473-474, 562 

Earned, 43 

Before extraordinary charges, 534, 
563 

Final, 535, 563 

After income taxes, 159n. 

Inventory valuation and, 519n. 

Large corporations, 587-593 

Manipulation of, 517-524 

Measures of, 562-565 

To net sales, 571-579, 646, 648, 650, 

652, 654, 656 
Typical ratios for, 573-576 

To net working capital, 646, 648, 650, 
652, 654, 656 

Real, 563 

Relativity of, 40n. 

Reported, 563 
Adjustments to, 593-594 

Retail trade survey of, 159 

And Second World War, 573 

As section of income statement, 501, 
508-514 

Small concerns, 586 

As source of funds, 474-475 

Successful management and, 593 

To tangible net worth, 293-294, 560- 

570, 646, 648, 650, 652, 654, 
656 
Typical ratios of, 565-567 
Before taxes, 527n., 563 
Not anticipated, 302 
Operating, 501, E07—508, 563 

Definition of, 505, 507-508 

Final net versus, 156n. 

Margin of, 522 

Net sales and, 540, 562 

Section on income statement, 505- 
508 
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Prorir (continued): 
On securities, Securities and Exchange 
Commission ruling on, 509-510 
Undivided, 113, 117 
Urge for, 564 
PROFIT FIGURE, Manipulation of, 517- 
524 
PROFIT AND LOSS STATEMENT (see Income 
Statement) 
PROFIT MOTIVE, 560 
PROFITGRAPHS, 555, 557 
PROMISSORY NOTES, 80-81 
PROPERTY STATEMENTS: 
Definition of, 638 
National Association of Credit Men’s 
form for, illustrated, 18 
PROPRIETARY INTEREST (see Net Worth) 
PROPRIETORSHIP: 
Assets of, 70 
Colonial, 6-7, 68 
Example of, 314 
Statement blanks for, 180n. 
PROVISION PACKERS (see Meat Packing 
Industry) 
PuBiic accouNnTANTs (See also Certified 
Public Accountants): 
Early, 21-22 
Employment of, 22-23 
PUBLIC CORPORATIONS, balance sheets of, 
180-181 
Illustrated, 182-183 
PUBLIC UTILITY BONDS, early, 237 
PUBLIC UTILITY CORPORATIONS: 
Karly stock listing of, 25 
Fiscal closing date for, 216 
Funded obligations of, 259 
PUBLIC UTILITY HOLDING COMPANIES, and 
stock dividends of subsidiaries, 
620 
Pusiic Utiniry Hotpina Company Act 
oF 1935, 27, 29 
PUBLISHERS: 
Book, fiscal closing date, 215 
Newspaper, fiscal closing date, 216 
PURCHASE-MONEY OBLIGATIONS, 109 
PURCHASING, problems in, 313 
Pur Canpy Corporation, comparative 
analysis of balance sheet, 458-467 
Pure Drue Cuatn, Inc., balance sheet, 
205-206 
PyTHAGORAS, economic philosophy of, 30 


Q 


QUALITATIVE ANALYSIS, 358 

QUARTILE RATIOS (sec Interquartile 
Range of Ratios) 

Quick AssETs, 72, 179n., 188 


INDEX 


R 


Rapio Parts MANUFACTURING CoR- 
PORATION, comparative quarterly in- 
come statements, 558 

RADIO PARTS AND SUPPLIES MANUFAC- 
TURERS: 

Average collection period, 384 

Current assets to current liabilities, 202 

Current liabilities to tangible net 
worth, 227 

Fixed assets to tangible net worth, 295 

Funded debt to net working capital, 
273 

Inventory to net working capital, 353 

Net profit to net sales, 574 

Net profit to tangible net worth, 566 

Net sales to inventory, 329 

Net sales to net working capital, 436 

Net sales to tangible net worth, 413 

Total liabilities to tangible net worth, 
251 

RADIO AND TV DISTRIBUTORS: 

Elements of net sales, 159 

Fiscal closing date, 216 

Operating expense ratios, 526 

RAILROAD SECURITIES: 

Karly long-term, 235-237 

European investment in, 236-237 

RAILROADS: 

Balance sheets of, 180-183 

Consolidation of, 280-281 

Early records of, 21 

Financial statements of, 188 

Funded obligations of, 259 

Listed on New York Stock Exchange, 
25-26, 184-185 

Management of, 617-618 

RANGE MANUFACTURERS (see Oven, 
Range, and Stove Manufacturers) 

Ratios: 

Average collection period, 647-657 
Current: 
Evolution in use of, 191 
Suitability of, 178-179 
Two for one, 179, 204 
Typical, 201-204 
Current assets to current liabilities, 
201-204, 640-656 
Current debt to inventory, 647-657 
Current liabilities to tangible net 
worth, 226-229, 647-657 
Elements of net sales, 159 
Fixed assets to tangible net worth, 293- 
297, 647-657 
Low, desirability of, 294, 296-297 
Funded debt to net working capital, 
271-275, 647-657 
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Ratios (continued): 
Interquartile range of, 331, 646-657 
Inventory to net working capital, 339- 
354, 647-657 
Net profit to net sales, 156-158, 646- 
656 
Net profit to net working capital, 646- 


656 
Net profit to tangible net worth, 565- 
567, 646-656 
Net toes to inventory, 325-330, 647- 
Net sales to percentage of plant capac- 
ity, 548 
Net sales to net working capital, 339, 
434-437, 647-657 
Net sales to tangible net worth, 339, 
411-414, 647-657 
Operating expense, 158-160, 526, 528- 
529 
Standard operating, 528-529 
Total liabilities to tangible net worth, 
250-253, 647-657 
RAUTENSTRAUCH, WALTER: 
The Economics of Industrial Manage- 
ment, 540n. 
Quoted, 542n. 
RAW MATERIALS (See also Inventory): 
Cost of, 168-170 
Inventory of, 82 
Manufacturers’ purchases of, 304 
Standard, 308 
READY-TO-WEAR (see Coats and Suits; 
Women’s Wear and Specialty 
Stores) 
RECEIVABLES (see Accounts Receivable) 
RECONCILIATION: 
Of net worth, 586 
Of retained earnings, 586 
Of surplus accounts, 3-4, 586-594 
RECONSTRUCTION FINANCE CORPORA- 
TION, guaranteed securities of, 75 
RECORD BOOKS, colonial, 5-6, 68-69, 232- 
233 
Recorps, accurate, keeping of, 23 
REDISCOUNTING, 19 
REFERENCE Books (See also Dun & Brad- 
street, Inc.), 23, 153 
REFRIGERATOR MANUFACTURERS, fiscal 
closing date, 217 
REGENTS OF THE UNIVERSITY OF THE 
Strate or New York, certification of 
accountants by, 22 
ReIHL, CHarues W., “Credit Depart- 
ment of a Bank,’’ 446 
REntT, 127, 272 . 
REORGANIZATION, 246-250, 380-383 
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REPLACEMENT: 
Future, cost and, 609 
Less depreciation, 282 
REPORTS TO STOCKHOLDERS: 
Karly, 26 
Information in, 28, 33, 40-41, 474n., 
537 
REPRESENTATIONS, financial, types of, 
50-51 
RESERVES: 
For bad debts, 360, 481n. 
Personal judgment and, 616-617 
Charged to surplus, 518-519 
For contingencies: 
Against possible loss, 96, 108 
Not for specific purpose, 109, 111- 
112 
For depreciation (See also Deprecia- 
tion), 611n. 
Overstatements and understatements 
of, 517, 520-522 
For taxes, 96, 107, 513n. 
Valuation, 109, 111 
RESIDENTIAL AND RESORT HOTELS, fiscal 
closing date for, 216 
Resort DEPARTMENT STORE, INc.: 
Comparative figures, 239 
Condensed analysis, 241-242 
Total liabilities to tangible net worth, 
238-242 
RESPONDENTIA, definition of, 234 
RESTAURANTS, fiscal closing date, 217 
RESTRICTED LIABILITY, 69 
RETAIL FURNITURE COMPANY: 
Comparative figures, 481 
Sources and application of funds, 480- 
485 
Retatt Mrn’s Croturne, Inc.: 
Comparative figures, 315 
Condensed analysis, 316-317 
Net sales to inventory, 314-317 
RETAIL METHOD OF INVENTORY VALUA- 
TION, 304, 308-309 
Retain SpeciaALtTy SHop, balance sheet, 
139 
Illustrated, 136 
RETAIL TRADES (See also specific mer- 
chandise retailers) 
Average collection period, 371-372, 657 
Average net income after taxes, 572 
Before Civil War, 334-335 
Credit and, 334 
Current assets to current liabilities, 
203, 657 
Current debt to inventory, 657 
Current liabilities to tangible net 
worth, 228, 657 
Elements of net sales, 157, 159, 171 
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RETAIL TRADES (continued): 

Fiscal closing dates, 215-217 

Fixed assets to tangible net worth, 287— 
290, 296, 657 

Funded debt to net working capital, 
274, 657 

Interquartile range of ratios, 656, 657 

Inventory to net working capital, 345- 
348, 352, 354, 657 

Material costs and, 157, 159 

Net profit to net sales, 375-376, 573, 
656 

Net profit to net working capital, 656 

Net profit to tangible net worth, 565, 
567, 656 

Net sales, 156-160 

Net sales to inventory, 314-317, 330, 


657 

Net sales to net working capital, 435, 
437, 657 

Net sales to tangible net worth, 414—- 
415, 657 


Operating expense ratios, 526 
Percentage cost of sales, 156-158 
Sales analysis, 160-165, 170 
Sources and application of funds, 480- 
485 
Total liabilities to tangible net worth, 
252, 657 
RETAINED EARNINGS: 
Analysis of, 583-597 
As net worth, 113, 117 
Sources of, 585-586 
RETURNS AND ALLOWANCES, 500, 502- 
503 

REVENUE Act or 1917, 23 

Revenue Act or 1939, and last-in first- 
out inventory valuation, 307 

REVOLUTIONARY WAR (see War) 

Reyno.ps, R. J., inventory valuation by, 
307n. 

Rivce, Textite Corporation; state- 
ment of sources and application of 
funds by, 474n. 

RiGGLeMAN, Joun Rt., Business Statistics, 
546n. 

RipLt“ey, WILLIAM Z.: 

Influence on accountancy, 615 

Railroad Finance and Organization, 
235n., 618n. 

“Stop, Look, Listen!’ 618n. 

Rogesins, Prep A., haberdashery shop, 
sales analysis of, 160-163 

Rosrertr Morris AssociaTsEs, gross profits 
pereentage study by, 505n. 

Rounik, Max, “Inventory—What Is the 
Lower, Cost or Market?” 519n. 

Roman, J. Drxon, 137. 

Romer, as world trading center, 334 
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RooFING AND WATERPROOF PAPER MANU- 
FACTURERS, fiscal closing date, 217 

RosENDALE, WILLIAM M., “‘Credit De- 
partment Methods,” 178n. 

Rostov, Eucrne V., “To Whom and for 
What Ends Is Corporate Manage- 
ment Responsible?” 564n. 

RoTHScHILDs, motto of, 208 

Royau Founpry Co., Ine: 

Average collection period, 380-383 
Comparative figures, 381 
Condensed analysis, 382-383 

RoyYALTIES, as current asset of Colorado 
Fuel & Iron Corporation, 188 

RUBBER GOODS MANUFACTURERS, fiscal! 
closing date for, 217 

RUBBER TIRE MANUFACTURERS, (see Tire 
Manufacturers and Distributors) 

Rucker, ALLEN W., ‘‘‘Clocks’ for Man- 
agement Control,” 538n. 

Russia, social consciousness of, 560 
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SALES: 
Annual net credited, 359 
Cash, 155, 361, 371 
Cost of, 500 503-504 
Percentage, 156 
On credit, 155 
Department store, 210 
Gross, 160, 500-502 
Installment (see Installment sales) 
Net: 
Annual, 56 
Average monthly, 169 
Above break-even point, 572-573 
Depression and, 571 
Elements of, 156-159 
On financial statements, 500, 503 
Income from, 155-156, 171 
Income statement in per cent of, 156, 
532-533 
Increased, 572-573 
To inventory, 302-333, 647, 649, 
651, 653, 655, 657 
Net profit to, 571-579, 646, 648, 650, 
652, 654, 656 
Typical ratios of, 573-576 
To net working capital, 411, 647, 649, 
651, 653, 655, 657 
Illustrations of, 418-434 
Typical ratios of, 434-437 
New, percentage of, 532 
Operating expenses and, 157n.-160, 
526, 528, 544 
Plant capacity and, 548 
Profit on, 562 
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INDEX 


Sass (continued): 
Net (continued): 
Sales analysis and, 171 
To tangible net worth, 389-417, 647, 
649, 651, 653, 655, 657 
Illustrations of, 392-411 
Typical ratios of, 411-414 
Volume of, 391, 572-573 
New, percentage of, 532-533 
Terms of (see Terms of Sale) 
Volume of, 391, 572-573 
SALES ANALYSIS: 
Illustrations of: 
Haberdashery shop, 160-163 
Ladies specialty shop, 163-165 
Manufacturer of blankbooks, 167- 
169 
Wholesaler of woolens, 165-167 
Qualifications to, 169-171 
Sales figures and balance sheet neces: 
sary for, 160 
Sources of information in, 171 
Technique of, 155-160 
SALES EXPENSE, profits and, 572 
SALES OBLIGATIONS, 117, 122, 127, 134 


SALESMEN: 
Accrued commissions to, 106 
Early, 335 
SALT MINERS AND REFINERS, fiscal closing 
date, 217 


SanpeErs, THomas Henry, A Statement 
of Accounting Principles, 90n., 511n., 
622, 630 

Scuuttz, Brru E., Stock Exchange Pro- 
cedure, 26n., 619n. 

ScorLanp, base-stock valuation in, 310 

Scott, Sir Water, 208 

Screw & Bour Corporation, balance 
sheet of, 275-276 

SEASONAL VARIATIONS: 

Current liabilities and, 209-217 
Fiscal figures and, 57 
Inventory and, 321 

Sales analysis and, 170 
Tangible net worth and, 400 

Seconp WorLp War (see War) 

SECURITIES: 

Against bank loans, 207 
Corporate, investment in, 281 
Credit granted against, 8 
Exempt, 63n. 
Of Federal agencies, 75 
Government, 55, 72, 75-78 
Listed (see Listed Securities) 
Long-term: 

Important features of, 257-259 

Life range of, 258 

List of, 257n. 

Security for, 258 
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SECURITIES (continued): 

Marketable, 72, 84-85, 90n., 179 
Definition of, 85 

Owners of, income statements and, 

516 

Railroad, 235-237 

Registration of, 93 

State and municipal, 72, 76 

Securities Act or 1933, 27, 29, 62-63, 

626-627n. 

Amendment of, 287. 

Title I, 27n. 

Securities Acts AMENDMENT oF 1964, 63 
Securities exempt from, 63n. 

Securities Excuanes Act or 1934, 27, 

29, 499, 627n. 
Section 15d, 63, 499n. 

SECURITIES AND HxcHANGE CoMMISSsION: 
Accounting releases of, 28 
Amendment of Regulation S-X, 627, 639 
Annual Reports, 63n. 

And availability of balance sheets, 69 
Charges of, against Alleghany Cor- 
poration, 615n. 
Creation of, 27, 618 
And depreciation accounting, 6137. 
And income statements, 502 
Instruction Book for Form 10, 29 
Powers of, 28 
Registration with, 87, 89, 93, 111 
Regulation S-X on: 
Changes in accounting practices, 
521, 529 
Consolidated balance sheets, 61 
Form for registration, 29 
Income charges, 509-510 
Income credits, 509 
Income statements, 502-503, 513 
Independent accountants, 614n. 
Investments in subsidiaries and 
afhliates, 93 
Lease-back obligations, 134 
Long-term contingencies, 111 
Marketable securities, 85, 88, 907., 
93n. 


Releases, 614n.-616n., 626-627n., 637-638 


Report on Investigation in the Matter of 
McKesson & Robbins, Inc., 336n., 
616n. 

Reports filed with, 63, 499 

Reports made on: 

Associated Gas & Electric Company, 
615n. 

Drayer-Hanson, Inc., 6167. 

Health Institute, Inc., 616n. 

Interstate Hosiery Mills, Inc., 615n. 

Missouri Pacific Railway Company, 
615n. 

Thomascolor Incorporated, 615n. 
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SecuRITIES AND ExcHANGE COMMISSION Surrt Mra. Co., INc.: 


(continued): 
Testimony in the Matter of McKesson & 
Robbins, Inc., 336n. 
And uniform accounting principles, 


Comparative figures, 424 

Condensed analysis, 428-430 

Net sales to net working capital, 423- 
430 


619, 626-629, 630n., 640 SHOE MANUFACTURERS AND DISTRIBU- 


And verification of inventories, 336 
And write-up of fixed assets, 585 
SECURITIES EXCHANGES, regulations for 
listing securities on, 26, 62 
SEED WHOLESALERS AND RETAILERS, fiscal 
closing date for, 217 
SEIDMAN, WaLTERS., Accounts Recewable 
and Inventory Financing, 179n. 
SELLING EXPENSES, 501, 506 
SERIAL NoTES, 109 
SERVICE STATIONS, GASOLINE, elements of 
net sales, 159 
SERVICE TRADES, operating expense 
ratios, 526, 528 
SERVICES: 
Business and, 334, 337 
And fund theory of accounting, 637 
SHEET METAL MANUFACTURERS, fiscal 
closing date, 217 
SHIPBUILDING CORPORATION: 
Comparative figures, 224 
Condensed analysis, 225-226 
Current liabilities to tangible net 
worth, 223-226 
SHIPPING, 334 
SHIRT, UNDERWEAR, AND PAJAMA MANU- 
FACTURERS: 
Average collection period, 384, 651 
Current assets to current labilities, 
202, 650 
Current debt to inventory, 651 
Current liabilities to tangible net 
worth, 227, 651 


TORS: 

Average collection period, 384-385, 
651, 655, 657 

Current assets to current liabilities, 
202-203, 650, 654, 656 

Current debt to inventory, 651, 655, 657 

Current liabilities to tangible net 
worth, 227-228, 651, 655, 657 

Elements of net sales, 159 

Fiscal closing date, 526 

Fixed assets to tangible net worth, 295- 
296, 651, 655, 657 

Funded debt to net working capital, 
273-274, 651, 655, 657 

Interquartile range of ratios, 650-651, 
654-655, 656-657 

Inventory to net working capital, 353- 
354, 655, 657 

Net profit to net sales, 573-576, 650, 
654, 656 

Net profit to net working capital, 650, 
554, 656 

Net profit to tangible net worth, 565, 
567, 650, 654, 656 

Net sales to inventory, 329-330, 651, 
655, 657 

Net sales to net working capital, 436- 
437, 651, 655, 657 

Net sales to tangible net worth, 413- 
414, 651, 655, 657 

Operating expense ratios, 526 

Total liabilities to tangible net worth, 
251-252, 651,655, 657 


Discount terms, 162n. SILVERWARE MANUFACTURERS AND DIS- 


Fixed assets to tangible net worth, 295, 
651 
Funded debt to net working capital, 


TRIBUTORS (see Jewelry and Silver- 
ware Manufacturers and Distribu- 
tors) 


273, 651 Simca Socisté ANONYME#, Paris, index 


Interquartile range of ratios, 650-651 


numbers used by, 605n. 


Inventory to net working capital, 353, Simon, Sipney L., “Profit, a Semantic 


651 


Problem Child,’’ 512n. 


Net profit to net sales, 574, 650 Srincuiarr, ARTHUR, grocer, balance sheet 


Net profit to net working capital, 650 


of, 172 


Net profit to tangible net worth, 566, SINCLAIR, Prior, Budgeting, 539n., 552n. 


650 SINGLE-NAME PAPER, rise of, 13-21 
Net sales to inventory, 329, 651 SINKING-FUND METHOD, depreciation by, 
Net sales to net working capital, 423- 617 
430, 436, 651 SINKING-FUND REQUIREMENTS, 116 
Net sales to tangible net. worth, 413, Siater, SAMUEL, owner of first textile 
651 mill, 564 
Total liabilities to tangible net worth, SLOW TRADE PAYMENTS, implications of, 
251, 651 57-58 


INDEX 


SMALL BUSINESS (see Business Enter- 
prises, Small) 
SmitH, ADAM: 

Current assets defined by, 70-71 

Quoted, 71, 85-86, 5127. 

Wealth of Nations, 71, 86n., 512n. 
Smiru, H. Druton, quoted, 546n., 551 
Smith v. London Assurance Corporation, 

615n. 
SOcIAL CONSCIOUSNESS, profit motive 
and, 560 
SOFT DRINK BOTTLERS (see Bottlers) 
Soxousxk1, A. M.: 

“The Federal Corporation Tax and 
Modern Accounting Methods,” 
614n. 

The Great American Land Bubble, 287n. 

Souo, Ropgrt A., Hconomics and the Pub- 
lic Interest, 498n., 512n. 

SoLomon, FRED, 318 

SourH Carouina, assigned-receivables 
statute in, 1067. 

SouTHERN Founpry Company, INc., - 
comparative figures for, 472 

SOUVENIR STORES: 

Elements of net sales, 159 

Operating expense ratios, 526 
Soviet Russia, social consciousness in, 

560 
SPECIAL COMMITTEE ON COOPERATION 
witH Stock Excuanass, 446n. 
SPECIALTY SHOPS (see Women’s Wear and 
Specialty Shops) 
SPECULATION: 
In business, 337 
Land, 287n. 
SPECULATORS: 

European, 334 

In foreign exchange, 320 
SPORTING GOODS STORES: 

Elements of net sales for, 159 

Operating expense ratios for, 526 
SPREAD SHEETS, 137 
STANDARD BURDEN RATES, 308 
STANDARD COST: 

Actual cost and, 308 

Definition of, 308 
STANDARD COST METHOD OF INVENTORY 

VALUATION, 304, 308 
STANDARD LABOR, 308 
STANDARD O11 Co. or New JERSEY, omis- 
sion of cents from income statements 
of, 602n. 
Stanparp & Poor’s Corporation, 190 
STANDARD RAW MATERIAL, 308 
STANDARD STATISTICS SERVICE, IN¢., 
190 
Sranwoop, J. H., credit report on, 10 
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Star MAnuracturine Co., Inc., balance 
sheet, 144 
Strate DepartTMENT Srorg, INc., com- 
parative income statements, 529- 
533 
Srate Stove CorPoraTION, comparative 
balance sheets, 493-494 
STATEMENT BLANKS: 
Comparative (see Financial State- 
ments, Comparative) 
For corporations, illustrated, 14 
Dun & Bradstreet, Inc., illustrated, 
128-129 
Early, 10-11, 180n. 
First National Bank of Chicago, illus- 
trated, 130-131 
Long, 79, 82, 102-105, 135, 500, 502 
Mercantile Trust Co., St. Louis, illus- 
trated, 1382-133 
National Association of Retail Credit 
Men, illustrated, 121 
National Credit Office, Inc., illustrated, 
118-119, 137 
New York Federal Reserve Bank, 79, 
82, 188, 500, 502 
For partnerships, illustrated, 16 
Property, 15 
Illustrated, 18 
Short, 98-99, 114-115, 135 
Specialized, 137 
Standardization of, 627 
Suggested, 20, 620 
Typical, 135-141 
Illustrated, 20-21, 136, 138, 140 
STATES: 
Assigned-receivables statutes in, 106n. 
Debts of, 76n. 
Securities of, 72, 76-77 
STATIONERY RETAILERS, fiscal closing 
date, 217 
Statistics of Income, 1956-1957, 157n. 
STAVISKY SCANDAL, 561 
STEEL, STRUCTURAL, FABRICATORS: 
Average collection period, 384, 651 
Current assets to current liabilities, 
202, 650 
Current debt to inventory, 651 
Current liabilities to tangible net 
worth, 227, 651 
Fixed assets to tangible net worth, 295, 
651 
Funded debt to net working capital, 
273, 651 
Interquartile range of ratios, 650-651 
Inventory to net working capital, 353, 
651 
Net profit to net sales, 574, 650 
Net profit to net working capital, 650 
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STEEL, STRUCTURAL, FABRICATORS 
(continued): 
Net profit to tangible net worth, 566, 
650 
Net sales to inventory, 329, 651 
Net sales to net working capital, 436, 


651 

Net sales to tangible net worth, 413, 
651 

Total liabilities to tangible net worth, 
251, 651 


STEEL AND IRON PRODUCTS MANUFAC- 
TURERS, fiscal closing date, 217 
Sreimner, W. H., The Mechanism of Com- 

mercial Credit, 79n. 
Sterrinius, WIuiiaM, credit report on, 
10 
Srock (See also Capital Stock): 
Class A, B, and C,-113, 116 
Common (see Common Stock) 
As current asset, 72 
No-par, 94 
Preferred or preference, 113, 116 
Listing of, 113n. 
STocK EXCHANGES (see New York Stock 
Exchange; Securities Ixchanges) 
SrockarpD, Joun I., credit report on, 10 
STOCKHOLDERS: 
Analysis by, 39-41 
Dividend payments and, 116 
And financial statements, 609-610 
Railroad, 184 
Reports to: 
Karly, 26 
Information in, 28, 33, 40-41, 474n., 
boi 
STOCK MARKET CRASH OF 1929, 618 
Srores (see Retail Trades; also specific 
types of stores) 
STOVE MANUFACTURERS (see Oven, 
Range, and Stove Manufacturers) 
STRACHEY, JOUN, The Coming Struggle 
for Power, 280n. 
STRAIGHT LINE DEPRECIATION, 617 
Srupy Group on Business INcoME, 
61 In. 
STYLE Dress Manuracrurers, INc., 
comparative figures for, 416 
SUBORDINATED DEBENTURES, 109 
SUBSCRIPTION LISTs, intangible worth of, 
94 
SUBSIDIARIES: 
Accounts reecivable from, 78-79 
Amounts due from, 81 
Bankruptcy of, 523 
Definition of, 91n. 
Dividends of, 523, 620 
Examples of, 406 
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SuBSIDIARIES (continued): 

Financial statements of: 
Consolidated, 59-62, 140-141 
Individual, 62-63 

Investments of, 90-91 

Investments in, and advances to, 91- 

93, 632 
Registration of, 62 
SUGAR REFINERS, fiscal closing date, 
217, 
SUIT MANUFACTURERS (see Coats and 
Suits) 
SULFUR REFINERS, fiscal closing date, 
Di 
SUNSHADE AND AWNING MANUFACTURERS, 
fiscal closing date, 215 
SUPERMARKETS, operating expense ratios, 
526 
SUPPLEMENTARY INFORMATION: 

Analysis in light of, 36-88, 56 

Desirability of, 34-35, 48-64 

Sheets for, illustrated, 120 

Summary of, 50 

SuPPLIES, inventory of, 82, 84 
SuPREME Court (see United States) 
SuRPLUS: 

Capital (see Capital Surplus) 

Charges to, 156n., 518-520 

Discontinuance of term recommended, 

116n., 583n. 

Earned, 117, 583n. 

Paid-in, 583 

Reconciliation of, 586 

SURPLUS ACCOUNTS, reconciliation of, 
586-594 

Survey of Current Business, 154n. 

Swerenry, Henry W., Stabilized Ac- 
counting, 607-608, 610 
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TANGIBLE NET WORTH (see Net Worth) 
Tappan, ArtuHur, & Co.: 
And accommodation paper, 7 
Business failure of, 371-372 
Tappan, Lewis, Life of Arthur Tappan, 
7n. 
TAVERNS AND BARS, operating expense 
ratios of, 526 
‘TAX-ANTICIPATION NoTES, 77, 107 
TAX PRIVILEGE, carry-back or carry-for- 
ward, 513-514 
TAXEs: 
Accrued, 106 
Estimated, 107 
Excess profits (see Excess profits Tax) 
Income (see Income Taxes) 
Reserves for, 96, 107 
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TELEVISION DEALERS: 
Elements of net sales, 159 
Fiscal closing date, 216 
Operating expense ratios, 526 
Temporary NationaL Economic Com- 
MITTEE, Competition and Monopoly 
in American Industry, 59n. 
TERMINOLOGY OF BALANCE SHEETS, 180- 
191 
TERMS OF SALE: 
Early, 232, 334 
For furniture stores, 361, 370 
Mercantile, changes in, 12-13 
Need for, 358-359 
Net, average collection period and, 
386 
Number of, 79 
TExas, assigned-receivables statute in, 
106n. 

THOMASCOLOR, INCORPORATED, asset 
overstatement by, 615n.-616n. 
TIRE MANUFACTURERS AND DISTRIBUTORS: 
Elements of net sales, 159 

Fiscal closing date, 216 
Note settlements, 80, 100 
Operating expense ratios, 526 
ToBacco PROCESSORS (See also Cigar, 
Cigarette, and Tobacco Wholesalers): 
Average cost inventory valuation, 
307-308 
Last-in first-out inventory valuation, 
307n. 
Yearly income, 307n. 
Topacco Propucts WHOLESALER, bal- 
ance sheet, 139, 141 
Illustrated, 138 
TOOL MANUFACTURERS (see Hardware and 
Tool Manufacturers) 
Toots (See also Assets), valuation of, 86- 
88 
TOTAL WORKING ASSETS, 181 
Toy DISTRIBUTORS: 
Average collection period, 376-380 
Comparative figures, 378 
Operating expense ratios, 526 
TRACINGS, intangible worth of, 94 
TRADE ACCEPTANCES (see Acceptances) 
TRADE ASSOCIATIONS: 
Gross profit percentage studies by, 
504n.—505n. 
Influence of, on accounting, 618 
TRADE BILLS, discounts on, 21 
TRADE INVESTIGATIONS, 49, 56-58 
TRADE-MARKS, intangible worth of, 94 
TRADE NAMES, intangible worth of, 94 
TRADE PAPER: 
Definition of, 8 
Early use of, 7-9 


Caulk 


TRANSPORTATION: 
Colonial, 234 
Commerce and, 279, 335 
Water, 334 
TRASK, ISRAEL, credit report on, 9 
TREASURER, corporate, analysis by, 
41-45 
TREASURY DEPARTMENT (see United 
States) 
TREASURY STOCK: 
Of Allied Chemical and Dye Corpora- 
tion, 620 
Of Baltimore & Ohio Railroad Co., 
185 
Intangible worth of, 94-95 
TRUCK BODY MANUFACTURERS (see Body 
Manufacturers) 
TRucKsS: 
Automobiles and, as fixed assets, 86 
Commercial, manufacture of, net sales 
to tangible net worth, 397-405 
Trust coMPANIES (See also Banks), cash 
balances in, 74-75 
TrustEEs, responsibility of, 258 
TURNOVERS (see Ratios) 
Tuttie, Atva M., Elementary Business 
Statistics, 546n. 


U 


Ultramares Corporation v. Touche et al., 
615n. 
UNDERTRADING: 
Overcapitalization and, 391 
Overtrading and, 390-392 
UNDERWEAR DISTRIBUTORS (see Hosiery 
and Underwear Wholesalers) 
UNDERWEAR MANUFACTURERS (see Shirt, 
Underwear, and Pajama Manufac- 
turers) 
UNDIVIDED PROFITS, 113, 117 
UNEARNED INCOME, 109, 112 
Union Paciric RaInRoapd Co., current- 
asset segregation by, 181 
Unitep New JERSEY RAILROAD AND 
CaNnaL ComPaANny, lease of, 180 
UNITED STATES: 
Constitution: 
Due process clause, 25, 69 
Fifteenth Amendment, 23 
Repeal of Eighteenth Amendment, 
221 
Sixteenth Amendment, 23 
Department of Commerce, reports, 604 
House of Representatives, Committee 
on Ways and Means, 611n. 
Securities of (see Government Securi- 
ties) 
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Unirep StTaTeEs (continued): 
Supreme Court, ruling on depreciation, 
614 
Treasury Department: 
And base stock inventory valuation, 
310 
And cost or market valuation, 302 
Report on natural business year, 
212 
Tax-anticipation notes, 77 
War contracts of, 107n. 
United States v. Kansas Pacific Railway 
Co., 614n. 
UNITED States RuBBER COMPANY AND 
Supsipiarigs, balance sheet, 188 
UNITED States STEEL CORPORATION: 
Card report on, 190 
Depreciation accounting by, 190 
Omission of cents from statements of, 
602n. 
Organization of, 208 
UNIversITIES, gross profit percentage 
studies by, 504n.—505n. 
Uran, assigned-receivables statute in, 
106n. 


V 


VALUATION OF INVENTORY (see Inventory 
Valuation) 
VALUATION RESERVES, 109 
Vatve & Pips MANUFACTURING Co., 
INc.: 
Comparative figures, 269 
Condensed analysis, 270-271 
Funded debt to net working capital, 
268-272 
VanciL, Ricnarp F., ‘The Financial 
Community Looks at Leasing,” 
134n. 
VANDERBILT, COMMODORE CORNELIUS: 
And railroad consolidation, 281 
Speculation by, 26 
VARIbTY CHAIN STORMS, operating ex- 
pense ratios, 526 

VARNISH MANUFACTURERS (sce Paint, 
Varnish, and Lacquer Manufac- 
turers) 

VATTER, WILLIAM J.: 

The Fund Theory of Accounting and Its 
Implications for Financial Reports, 
O7n., 684 
Quoted, 634n.-636n. 
VEGETABLE AND FRUIT CANNERS (sce 
Canners of Fruits and Vegetables) 
VENICE: 
Accounting records in, 65 
As trading center, 335 


INDEX 


VERMONT, assigned-receivables statute in, 
106n. 

Viuurers, RaymMonp, The Economics of 
Industrial Management, 540n. 


W 


Waass, accrued, 106 
Wates, base-stock valuation in, 310 
Wau, ALEXANDER, How to Evaluate 
Financial Statements, 71n., 453n. 
WALLPAPER MANUFACTURERS, fiscal clos- 
ing date, 217 
WALLPAPER AND PAINT RETAILERS: 
Elements of net sales, 159 
Operating expense ratios, 526 
War: 
Revolutionary: 
Paper money during, 12-13 
Price inflation and, 604 
Of 1812; 
Freighting prior to, 280 
Price inflation and, 604 
Civil: 
And business methods, 334-335 
Credit information during, 5 
Economic consequences of, 12-13 
Paper currency fluctuation during, 
80 
Price inflation and, 604 
First World: 
Currency fluctuation after, 12, 604 
Decrease in business enterprises dur- 
ing, 24 
Foreign investment at time of, 562 
Price inflation and, 604, 607, 610 
Second World: 
Advance payments from government 
during, 107 
Changes to natural business year 
prior to, 212 
Currency fluctuation after, 12, 604 
And economic growth, 280n. 
Price inflation and, 604 
Warp, THOMAS WREN, 9 
WAREHOUSES, COLD STORAGE, fiscal clos- 
ing date, 217 
Warren, Grorae F., Wholesale Prices 
for 213 Years, 1720 to 1932, 604n. 
WASHINGTON, STATE OF, assigned-re- 
ecivables statute on, 106n. 
WatTcH AND CLOCK MANUFACTURERS, fis- 
cal closing date, 215 
WartrernHouss, Hpwin, quoted, 23n. 
WATERPROOFING AND ROOFING MANUFAC- 
TURERS, fiscal closing date, 217 
WEALTH, quest for, 560 


INDEX 


WesstTEeR, Norman E., ‘‘Public Account- 
ing in the United States,” 22n. 
Weun, WILBERT, “‘Break-even Points 
That Mean More in Profit Control,’’ 
538n. 
WENDELL, CATHERINE, indebtedness of, 
233 
Werntz, Wituiam W., ‘“‘An Analysis of 
Charges and Credits to Earned 
Surplus,” 6157. 
West Coast WHOLESALE LuMBER Co., 
Inc.: 
Comparative figures, 291 
Condensed analysis, 293 
Fixed assets to tangible net worth, 
290-293 
West Sore Raitroap Co., mortgage 
bonds of, 259 
WesTERN UNION Company, bonds of, on 
“free list,’’ 237 
WHOLESALE Dry Goops CoRPorRATION, 
comparative consolidated balance 
sheets, 468-470 ; 
WHOLESALE Fruit & PRopucE Com- 
PANY, INc.: 
Comparative figures, 221 
Condensed analysis, 223 
Current liabilities to tangible net 
worth, 221-223 
WHOLESALE FurL & Ort CorporaTION: 
Comparative figures, 285 
Condensed analysis, 286-287 
Fixed assets to tangible net worth, 
284-287 
WHOLESALE GASOLINE AND LUBRICATING 
O11, INc., comparative figures, 568 
WHOLESALE GROCERY CORPORATION, 
comparative figures, 438 
WHOLESALE Liquor DistrisuTors, INc.: 
Comparative figures, 420 
Condensed analysis, 421-423 
Net sales to net working capital, 419- 
423 
WHOLESALE PaPpER CoMPANY, compara- 
tive figures, 331 
WHOLESALE Toy CORPORATION: 
Average collection period, 376-380 
Comparative figures, 378 
Condensed analysis, 379-380 
WHOLESALE WOOLEN ComMpPANY, sales 
analysis, 165-167 
WHOLESALERS (See also specific merchan- 
dise wholesalers): 
Average collection period, 372-380, 
653, 655 
Average net income after taxes, 572 
As bankers, 334 
Comparative figures, 568 
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WHOLESALERS (continued): 

Credit terms, 335 

Current assets, 155 

Current asscts to current liabilities, 
203, 652, 654 

Current debt to inventory, 653, 655 

Current liabilities to tangible net 
worth, 228, 653, 655 

Fiscal closing dates, 215-217 

Fixed assets to tangible net worth, 
284-287, 290-294, 296, 653, 655 

Funded debt to net working capital, 
274, 653, 655 

Interquartile range of ratios, 652-655 

Inventory to net working capital, 338- 
339, 352, 354, 653, 655 

Net profit to net sales, 573, 575-576, 


652, 654 

Net profit to net working capital, 652, 
654 

Net profit to tangible net worth, 565, 
567, 653, 655 


Net sales, 156-158 

Net sales to inventory, 330, 653, 655 

Net sales to net working capital, 419- 
423, 435, 437, 653, 655 

Net sales to tangible net worth, 412- 


413, 653, 655 
Sales analysis, 170 
Small, 170 


Tangible net worth turnover, 412, 415 
Total liabilities to tangible net worth, 
252, 655, 657 
WHOLESALERS OF Tosacco PRropuctTs, 
Inc., balance sheet of, 139, 141 
Illustrated, 138 
WILL-CALL PLANS, 107 
Wiis, H. P., The Federal Reserve Sys- 
tem, 19n. 
Wiman, Erastus, Chances of Success, 
208n. 
WINE DISTRIBUTORS (see Liquor and Wine 
Distributors) 
WinsLow, Ricuarp H., 235 
Winrurorp, AupEN, Are You a Stock- 
holder? 25n., 51n. 
Wiss, T. A., “The Auditors Have Ar- 
rived,”’ 640n. 

WoMEN’S CLOTHING (see Coats and Suits, 
Women’s; Dress Manufacturers) 
WoMEN’S WEAR, WHOLESALE, interquar- 
tile range of ratios, 654-655 
WoMEN’S WEAR AND SPECIALTY SHOPS 

(See also Shoes; Hosiery): 
Average collection period, 657 
Current assets to current liabilities, 
203, 656 
Current debt to inventory, 657 
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WOMEN’S WEAR AND SPECIALTY SHOPS 
(continued) : 
Current liabilities to tangible net 
worth, 229, 657 
Elements of net sales, 159 
Fiscal closing date, 217 
Fixed assets to tangible net worth, 296, 
657 
Funded debt to net working capital, 
274, 657 
Interquartile range of ratios, 656-657 
Inventory to net working capital, 354, 
657 
Net profit to net sales, 575-576, 656 
Net profit to net working capital, 
656 
Net profit to tangible net worth, 565, 
567, 656 
Net sales, 159 
Net sales to inventory, 330, 657 
Net sales to net working capital, 437, 
657 
Net sales to tangible net worth, 414, 
657 
Operating expense ratios, 526-527 
Total liabilities to tangible net worth, 
252, 657 


INDEX 


Woop Turnina Company, INc., financial 
condition of, 55-56 
WoouEN CriotrH Mitts, INc.: 
Comparative figures, 431 
Condensed analysis, 433-484 
Net sales to net working capital, 430- 
434 
WOOLEN AND WORSTED PIECE GOODS 
WHOLESALER, sales analysis of, 165- 
167 
Woortsn, A. A., credit report on, 10 
WoRK CLOTHES (see Overall and Work 
Clothing Manufacturers) 
WorRKING ASsETs, 181 
WORKING CAPITAL (see Capital) 
Writt-vP, definition of, 584 
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YACHT AND LAUNCH BUILDER: 
Comparative figures, 224 
Condensed analysis, 225-226 
Current liabilities to tangible net 

worth, 223-226 
Yuacer, L. C. J., Case Studies on the 
Natural Business Year, 213n. 
YopER, Dae, Business Statistics, 546n. 
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